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The best free investing tools 


1. Morningstar 


Morningstar is an American financial services firm. It provides an array of investment research and 


investment management services. 


You can take a look at a company’s financials, valuation, operating performance, dividend, ownership 


and much more. 


Visa Inc Class A V mi Morningstar Rating 


Stock Quote | Rating as of Mar 17, 2023 


Quote Chart Stock Analysis News Price vs Fair Value Sustainability Trailing Returns 


== 
NYSE: V 


Show Full Chart > 


AEJ * 0.86 | 0.40" 
220.86 
y oo 
A oT 
revious Close 217.39 
213.92 
10a 12p 2p 


Last close prices updated as of Mar 20, 2023, 3:45 PM EST | USD | 
BATS BZX Real-Time Price 


Overview 


Last Close 
217.39 


Day Range 
216,84 — 
220,55 


Price / Sales 


15,28 
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Looking for more 
income, less volatility, 
and real returns? 


Financials Valuation Operating Performance Dividends Ownership Executive 


Key Ratios ] Trading Information ) 


Sector 
Financial 
Services 


Year Range 
174,60 —- 
250,58 


Price / Book 
12,37 


Industry 
Credit Services 


Market Cap 
458,7989 Bil 


Forward Div Yield 
0,83% 


Investment Style 


a 


Large Growth 


F os 0.71 l 
Volume / Avg 
5,9 Mil / 5,9 Mil 


What's Up (or Down) With the Markets? 


Trailing Div Yield 
0,76% 


Separating wheat from chaff? Morningstar 
FundInvestor can help. 


2. Dataroma 


Via Dataroma, you can track the portfolios of the best investors in the world. Think about Warren 
Buffett, Chuck Akre, Terry Smith and Howard Marks. 


You can also take a look at which stocks are bought the most by these superinvestors, which insiders 
are buying their own stock, and so on. 


History Stock a N Shares S Ea Value Cuan Reported Week week 
Price Low High 

= AAPL - Apple Inc. 38.90 Add 0.04% 895,136,175 $129.93 $116,305,042,000 $157.54 21.25% $123.98 $178.30 
= BAC - Bank of America Corp. 11.19 1,010,100,606 $33.12 $33,454,531,000 $27.80 -16.06% $27.65 $43.55 
= CVX - Chevron Corp. 9.78 Reduce 1.44% 162,975,771 $179.49 $29,252,523,000 $154.71 -13.81% $129.20 $186.57 
= KO - Coca Cola Co. 8.51 400,000,000 $63.61  $25,444,000,000 $60.56 -4.79% $53.63 $65.77 
= AXP - American Express 7.49 151,610,700 $147.75 $22,400,481,000 $158.57 7.32% $130.20 $191.68 
= KHC - Kraft Heinz Co. 4.43 325,634,818 $40.71 $13,256,593,000 $37.99 -6.68% $32.39 $43.51 
= OXY - Occidental Petroleum 4.09 194,351,650 $62.99 $12,242,210,000 $59.14 -6.11% $50.73 $76.82 
= MCO - Moody's Corp. 2.30 24,669,778 $278.62 $6,873,494,000 $291.18 4.51% $228.39 $341.95 
= ATVI - Activision Blizzard Inc. 1.35 Reduce 12.35% 52,717,075 $76.55  $4,035,493,000 $79.38 3.70% $70.94 $81.50 
= HPQ - HP Inc. 0.94 104,476,035 $26.87 $2,807,271,000 $28.25 5.14% $23.86 $40.48 
= DVA - DaVita HealthCare Partners 0.90 36,095,570 $74.67 $2,695,257,000 $78.30 4.86% $65.28 $124.81 
= VRSN - Verisign Inc. 0.88 12,815,613 $205.44  $2,632,840,000 $198.22 -3.51% $155.25 $228.80 
= C - Citigroup Inc. 0.83 55,155,797 $45.23 $2,494,696,000 $44.04 -2.63% $39.16 $55.89 
= KR - Kroger Co. 0.75 Reduce 0.53% 50,000,000 $44.58  $2,229,000,000 $47.48 6.51% $41.34 $61.49 
= V - Visa Inc. 0.58 8,297,460 $207.76 $1,723,880,000 $218.55 5.19% $173.47 $250.09 
= LSXMK - Liberty SiriusXM Series C 0.57 43,208,291 $39.13  $1,690,740,000 $26.63 -31.94% $26.63 $47.01 
= GM - General Motors 0.56 50,000,000 $33.64 $1,682,000,000 $33.65 0.03% $30.12 $46.42 
= PARA - Paramount Global CL B 0.53 Add 2.65% 93,637,189 $16.88 $1,580,596,000 $20.09 19.02% $15.10 $37.96 
= MA - Mastercard Inc. 0.46 3,986,648 $347.73 $1,386,277,000 $349.85 0.61% $276.42 $390.00 
= AON - Aon Plc 0.44 4,396,000 $300.14 $1,319,416,000 $301.40 042% $244.83 $339.47 
= CHTR - Charter Communications 0.43 3,828,941 $339.10 $1,298,394,000 $348.88 2.88% $297.66 $583.72 
= BK - Bank of New York Mellon Corp. 0.38 Reduce 59.70% 25,069,867 $45.52 $1,141,180,000 $43.30 -4.88% $35.63 $52.26 
= MCK - McKesson Corp. 0.36 Reduce 10.72% 2,855,514 $375.12 $1,071,160,000 $345.57 -7.88% $269.92 $400.60 
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3. Yahoo Finance 


Yahoo Finance provides you with financial news, data and commentary including stock quotes, press 


releases, financial reports, and original content. 


It’s a great website to check daily stock news or create a watchlist. 


vy Follow 


218.10 +0.71 (+0.33%) 218.20 +0.10 (+0.05%) 


At close: 03:59PM EDT After hours: 4:05PM EDT 


Visa Inc. (V) 


NYSE - Nasdaq Real Time Price. Currency in USD 


Summary Chart Conversations Statistics Historical Data Profile Financials 
Previous Close 217.39 Market Cap 458.527B 
Beta (5Y 
Open 217.00 Monthly) 0.97 
Bid 218.25x800 PE Ratio (TTM) 30.50 
Ask 218.30x900 EPS (TTM) 7.15 
\ n : Apr 24, 2023 - 
Day's Range 216.84 - 220.54 Earnings Date Apr 28, 2023 
Forward a 
52 Week Range 174.60 - 234.30 Dividend & Yield 1.80 (0.83%) 
Volume 6,715,547 Ex-Dividend Date Feb 09, 2023 TEN 
Avg. Volume 5,881,830 ly Target Est 261.48 


4. Seeking Alpha 


1D 5D 1M 6M YTD 1Y 5Y Max wad 


Analysis Options Holders Sustainability 


x” Full screen 
221.50 


04 PM 
Trade prices are not sourced from all markets 


j MAM 
02 PM 


If you are looking for stock analysis, Seeking Alpha is the place to be. 


You can follow the stocks you want and you’ll receive an email each time someone publishes an article 


about the companies you’re interested in. 


V - Visa inc. 


$21 8.1 9 0.80 (+0.37%) 4:00 PM 03/20/23 


NYSE | $USD | Realtime 


o 


290.95K followers 


Summary Ratings Financials Earnings Dividends Valuation Growth Profitability Momentum Peers Options Charting 
All Analysis Comments News Transcripts SEC Filings Press Releases Related Analysis 
Analysis Invest to win with Premium 
@ Ratings: Select Ratings Y DateRange: Select Date v Join Premium for the incredibly low 


Visa's Financials Show Strength, But Risks Loom: A Hold Rating Analysis 
Mark Dougherty - Thu, Mar. 09 - 3 Comments 


A 
ə 


Visa Vs. Mastercard: Which Is The Better Choice For Investors? 
Frederik Mueller - Thu, Mar. 09 + 25 Comments 
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price of $4.95 for your first 30 days 
and get unlimited access to 
investment research & financial 
news on thousands of stocks! 


\ Ji 


5. The SEC website 


The SEC website gives you access to the full text of SEC filings since 2001. 


Everything that a company has filed over the past few years can be found on this website. 


SEC.gov EDGAR FAQ Other search tools 


Document word or phrase Filed date range 


Keywords to search for in filing documents Last 5 years 


Company name, ticker, CIK number or individual's name Filed from Filed to 


Company name, ticker, CIK number or individual's name 2018-03-20 2023-03-20 


Filing category | Principal executive offices in ~ 


- less search options 


Clear all 


6. ROIC.ai 


Via ROIC.ai you can find more than 30 years of financial data for free. ROIC.ai covers more than 
37.000 companies. 


It’s a great way to look at the evolution of the financials of a company. 


VISA INC. wysev 2021815 lami 29.78 Pec:1210| RAe 1,4104 0.88% 


ligh: $ y e fe 1 é A .! 114.92 151.56 | 189.89 | 220.39 | 252.67 | 235.85 | 250.58 
i . . $ . q i k I i 78.49 111.02 12788 | 133.93 | 19010 17460 | 20616 
Legends _ 


all Stock price 
0.97 Beta (1.0 Market) 


% total return 03/23: 
Stock S&P 
shares H ly. 1.22 -11.55 
traded: d 3y. 43.06 64.96 
Sy. 74.99 4415 
TTM | Fiscal year 
auauilllll| Revenue per share 
„uullll| Earnings per share 
„anillil| Free Cash Flow per sh 
_wiillll|, Dividends per share 
ualilllli| CAPEX per share 
ihulillllll]| Book Value per share 
1,832||\\\\\\\\ij\\\, Comm.Shares outs.(m) 
29,8} |,.,\\)\\|\) Avg. annual P/E ratio 
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7. The company’s website 


The best way to start analyzing a stock is by going to the company’s ‘Investor Relations’ section on their 
website. 


Via this section, you can download it’s annual reports, investor presentations, and much more. 


in N 
VISA individuals Businesses Innovators Everyone Q 


i Investor 
2) Relations 


Ne 


8. Stratosphere 


Stratosphere offers you a platform where you can take a look at the financials of a company, visualize 
data, and screen for stocks which match certain criteria. 


Growth (Per Share) Capital Structure valuation NEE 
Revenue 5Y 17.23% MarketCap 2.54T P/E 27.54 cm o 
Revenue 3Y 19.96% EV 2.63T PEG % Chg Total Return 3M 6M YTD IY 3Y Maa 10Y MAX 
Earnings 5Y 21.58% Cash 20.548 P/S 6.76 20| 02 Apr, 2018 - 31 Mar, 2023 (5.00 years) 
Earnings3Y 27.19% CurrentRatio 06.94 P/B 46.20 @ AAPL | Change: 296% (CAGR: 31.69%) 
Dividend5Y 8.39% Debt/Equity 0.84 P/FCF 26.76 pa 
Dividend 3Y 6.19% NetDebt/EBITDA 0.71 EV/Sales 6.97 

EV/EBITDA 21.25 100-4 
Capital Efficiency Margins EV/FCF 57260 
ROIC 54.41% Gross 43.06% 50- 
ROE 163.45% Operating 29.41% Dividends ; 
ROA 27.45% Net Profit 24.56% Yield 0.56% i = os oe 
ROTA 27.45% FCF 25.16% Payout 15.63% Oy 
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9. Investopedia 


If you want to learn about a certain investment topic, Investopedia is the place to be. 


It features articles, tutorials, videos, and other content designed to help individuals make informed 
financial decisions. 


FUNDAMENTAL ANALYSIS > TOOLS 


Find Quality Investments 
With ROIC 


By BEN MCCLURE Updated August 25, 2021 


Return on invested capital, or ROIC, is arguably one of the most reliable 
performance metrics for spotting quality investments. But in spite of its 
importance, the metric doesn't get the same level of interest and exposure as 
indicators like the P/E or ROE ratios. 
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10. Quartr App 


The Quatr App is a financial research and investor relations platform. 


This app makes it easy for you to listen to conference calls and take a look at the Investor Presentation 


of a company. 


Artificial intelligen 
All Companies 
nb UIPath  Unilevd 


@ rana: 


s ASML Holding 


Beririciahintei 


ont 
what have you for the deṣ NVIDIA Corporation 


y Nasdaq inc 


1 Nov, 2022 Investor D: 


00 | Q2 2021 


Q4 2022 Wie 
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The App 


The #1 app for earnings calls, 
transcripts connected to each 
audio event, slide decks, earnings 
reports, and financials. 


> Live earnings calls 

> Global coverage 

> Extensive search functionality 
> Consensus estimates 


GETITON rB Download on the 
D Google Play | | (5 App Store 


11. Nasdaq 


The website of Nasdaq is a must for investors. It allows you to get: 


e Stock market information and data 
e Company news and research 
e Investment tools and resources (screeners, educational sources, ...) 


yl Nasdaq 


NASDAQ-100 INDEX NASDAQ COMPOSITE 


Ready to make a trade? 


ue wy 
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12. FinViz 


FinViz is a great stock screener. 


It also offers a portfolio tracker and you can take a look at insider activity of management. 


IE Map 
SERVICES BASIC MATER 


: CHNOLOGY = 
Select the map type. TERNETINFO  TELECOMSERVIC APPLICATION ENTERTAIN |HOMEIMP RAILROA CATALO MAJORINTE Click on zoom controls on « 
CRM cx 
HD UNP AMZN 
S&P 500 GOOGL vz T ORCL oe a as va | ae 


+089% 
f EOG APC 


+1.50% 
HES AGRICU 


INFORMAT NETWORK COMMU 
FB au CSCO QCOM 
IBM +070% +044% 


Select the data set. )SINESS SOFT HPQ 


MON 
pp +048 


1 Day Performance ¥ MSFT x 
TECHNOLOGY - DATA ST Double-click to open all stocks from 
the Biotechnology in the screener. 


Hover over a stock to see its 3-month EMC DAAN 24.0 +0.62% 


+201% 


history graph and its main competitors. HEALTH CARE PL 


EMC Corporation 
BMY ABEV ESRX 
MRK +253 +098 CVS ings 


BAC MA . 
we ae M: TA. MRK 
+1.52% 220% y s UNH a 


g ; INDUSTRIAL GOODS 
Click on a ticker to DIVERSIFIEDMA AEROSPACE/DEFE 


locate it on the map. usi A 
yt v J GE uT™ BA LMT 
+094 +103 GD 


PROPERTY & CASUAL 
AIG 
40.14% A 
noe == we +0.45% 


a ems = -0.39% 
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MEDICAL APP 

= ABT 

Mor +osi 
SYK 


DRUGS 


act = 


mO 
D07 AGN 


UTILITIES 
ELECTRIC UTI 
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13. Google Finance 


Google Finance offers you a customizable dashboard for tracking stocks, market news, and trends. 


Google Finance 


COMPARE MARKETS US Europe Asia Currencies 


o Ske o || +S o || + Se 


Finance 


8 


COMPARE MARKETS US Europe Asia Currencies 


Q Search for stocks, ETFs & more 


© Dow Jones 2775253 40.70% YOUR WATCHLISTS 
@ sap soo 3389.78 0.17% = Watchlist = Tech stars Vaccine dreams = Green investments 
@ Nasdaq 11,210.97 120% 
Top movers in your watchlists 
© Russell 157004 4105% P ys 
w > m w w w s ca ca ca 
Microsoft Alphabet inc Chass Appie inc. Walmart inc 
Corporation c 
$211.61 $1,564.80 $465.75 $133.72 


10.30% © +040% @ 10.7% © +073% © 


Today's financial news 
Top stories Local market World markets 
CNBC.com 
5 things to know before the stock market opens Wednesday 


Q, Search for stocks, ETFs & more 


CNBC com 


YOUR WATCHLISTS What to watch today: S&P 500 to add to Tuesday's record close 


NK 0.17% 


= Watchlist = Tech stars = vac 
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235 40 Mais 020% 0 Peay 


wey | 0.84% 
+ New wateniist 
Amazon.com, inc. Facebook, inc. 
Common Stock 

$3,309.82 $264.22 

+0.08% © 20.72% © 
Earnings calendar 

Based on watchiists and pop 

AVG Alibaba Group 

19 Aug 19, 2020 z 
aS Nvidia 

19 Aug 19. 2020. 420m E 
AUS Nordstrom ~ 
25  Aug2s 2020 445 Pm te 
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14. Whale Wisdom 


Whale Wisdom is, just like Dataroma, a great website to track the portfolio of superinvestors and funds. 


You can also take a look which stocks are bought and sold the most in the recent past. 


Top Buys (13F) 


By Change in % Portfolio 
By Largest Value 


Name % Change 


IEX IDEX Corp 0.18% 
PG Procter & Gamble Co. 0.03% 
HD Home Depot, Inc. (The) 0.02% 
JNJ Johnson & Johnson Co. 0.01% 


ZTS Zoetis, Inc. -0.01% 


Top Sells (13F) 


By Change in % Portfolio 


Name 


INTU Intuit, Inc 


PYPL PayPal Holdings Inc 


AMZN Amazon.com Inc 


META Meta Platforms Inc 


By $Value 


% Change 


3.12% 
2.29% 
1.04% 


0.52% 


GOOGL Alphabet Inc. Class 0.39% 


A 


13F Holdings Summary 


Stock % Port 
MSFT Microsoft Corp 9.89% 
PM Philip Morris 7.62% 
International. 6.44% 
EL Estee Lauder Companies 

6.42% 
Inc. 

6.26% 


IDXX IDEXX Laboratories Inc 


See All Holdings 
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15. Twitter 


Last but not least, FinTwit is a great place to get investment inspiration and discuss your investment 
ideas with other investors. 


If you are not following Compounding Quality yet, you can do it here. 


e Compounding Quality @ 


6,195 Tweets 


COMPOUNDING TEACHING PEOPLE 
QUALITY ABOUT INVESTING 


https://qualitycompounding.substack.com/ 


Edit profile 


Compounding Quality @ 
@QCompounding 


t=! Quality Stocks 
i Professional Investor (Equity Fund Manager) 
E Teaching people about investing on our website. 


© Financial Services © © qualitycompounding.substack.com 
Joined June 2022 


268 Following 179.8K Followers 


Other great investment resources 


e Macotrends: Stock screener with over 50 performance and fundamental criteria 
e The Calculator Site: great website to calculate compound interest 

e Glassdoor: great way to see how (ex-)employees rate their (former) company 
e Koyfin: investment analytics platform 

e Tikr: interesting stock screener 

e Shortsqueeze: short interest data 

e Marketscreener: stock market quotes and news 

e Openinsider: insider activity of management 

e ValueInvestorsClub: investment club where investors share their ideas 

e Masterinvest: blog full of investing wisdom 

e Portfoliovisualizer: platform for portfolio and investment analytics 

e Chartmill: stock screening and analysis platform 
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Shareholder letters 


All annual letters and public writings of Warren Buffett 
All public writings of Charlie Munger 


All public writings Benjamin Graham 

All shareholder letters of Francois Rochon (Giverny Capital) 
All shareholder letters Jeff Bezos 

All shareholder letters Terry Smith’ 


All shareholder letters of Nick Sleep 
All shareholder letters Mark Leonard (Constellation Software) 


Great articles and summaries 


The Peter Lynch Playbook 


All articles Peter Lynch 
All class notes of Joel Greenblatt 


How to find multibaggers 


YouTube videos 


CNBC's full interview with Berkshire Hathaway CEO Warren Buffett 
The ultimate guide to the stock market by Peter Lynch 


The annual shareholder meetings of Terry Smith 

Trying to solve the investment puzzle by Chuck Akre (Google Talks) 
Aswath Damadoran's lessons on valuation 

Charlie Munger's advice on investing and life 

The little book that beats the market by Joel Greenblatt (Google talks 


Great podcasts 


We Study Billionaires (The Investor’s Podcast) 
The Morgan Housel Podcast 


The One Percent Show 
Investing by the Books 
Infinite Loops 

The Memo by Howards Marks 


In Good Company 
Invest Like the Best 
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Analyze a stock in less than 5 minutes 


Find a reason to say ‘no’ as soon as possible 


When I analyze a stock, I try to find a reason to say ‘no’ as soon as possible. When you haven’t found a 
reason within a few minutes, you found a potentially interesting stock. 


We will teach you how to do this in 6 steps via Morningstar’s website. We take Quality Company 
Adobe ($ADBE) as an example. 


Step 1: Look at the company profile 


Go to www.morningstar.com and take a look at the company profile of the firm you are looking at. 


Make sure that you understand how the company makes money. If you don’t understand the business 
model, you can stop looking at the stock right away. 


You want a company that is active in a strongly growing end market. 


Company Profile ADBE 


Business Description 

Adobe provides content creation, document management, 
and digital marketing and advertising software and 
services to creative professionals and marketers for 
creating, managing, delivering, measuring, optimizing and 
engaging with compelling content multiple operating 
systems, devices and media. The company operates with 
three segments: digital media content creation, digital 
experience for marketing solutions, and publishing for 
legacy products (less than 5% of revenue). 
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Step 2: Invest in very profitable companies 


Go to the tab ‘Operating Performance’ and look at the profitability. 


You want to invest in companies with a consistent gross margin of at least 50% and a profit margin of 
at least 15%. 


When a company has a high and robust gross margin, it is a great indication that the business has a 
competitive advantage. 


@ Gross Margin % 86.00 86.16 86.77 85.03 86.62 88.19 87.87 86.61 
m Operating Margin % 25.49 29.69 31.45 29.25 32.93 36.76 36.25 32.22 
— Net Margin % 19.96 23.20 28.69 26.42 40.88 30.55 29.29 29.96 


Step 3: Look at the capital allocation 


Still on the ‘Operating Performance’ tab of Morningstar, look at the capital allocation metrics of the 
company. 


You want a high and consistent ROIC. Look for companies with a ROIC of more than 20%. Adobe 
ticks this box. 


Operating Performance 


Fiscal 2016 2017 2018 2019 2020 2021 TT™M 5-Yr Index 
44.21 = — | _——— —* = pream] 

a O e O O O 

m@ Retum on Assets % 9.57 12.44 15.56 14.93 23.35 18.72 18.84 17.51 10.95 
m Retum on Equity % 16.20 21.33 29.07 29.67 44.21 34.37 35.13 32.64 30.13 
— Retum on Invested Capital % 13.02 17.29 21.72 19.38 32.56 26.19 26.79 24.27 19.21 


Step 4: Only invest in winners 


As a Quality Investor, you only want to invest in winners. 


Via the tab trailing returns you can look at the annual stock price performance over the past 15 years. You 
want a stock that managed to compound with at least 10% per year over the past decade (the return 
we are targeting as a quality investor). 


Furthermore, you are looking for a stock that managed to outperform their industry as well as the 
index. This clearly is the case for Adobe. 
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Trailing Returns Monthly | Quarterly 


44.00 


i 

= — me |b eo EE SE uu 

44.00 
Total Return % 1-Day 1-Week 1-Month 3-Month YTD 1-Year 3-Year 5Year 10-Year 15-Year 
w ADBE -0.43 -7.94 -8.94 10.33 -34.14 43.73 9.49 19.20 28.15 15.55 
@ Industry -0.63 -5.01 -5,87 3.52 -25.39 -24.74 16.51 21.18 19.20 13.70 
m Index -0.74 -4.41 -3.83 -3.65 -17.19 -13.52 11.77 11.31 12.77 8.97 
As of Aug 31, 2022 | Industry: Software - Infrastructure | Index: Morningstar US Market TR USD 


Step 5: Structural growth is essential 


Go to the tab ‘valuation’ and scroll down to the key statistics. Click on ‘growth’ there. 


Buy companies who managed to grow their revenue with at least 10% per year over the past 3 years 
and their EPS with at least 15%. 


Adobe managed to grow its revenue with 20.5% over the past 3 years (!). 


Growth (3-Year Annualized) 
Operating Income 
Revenue % o Net Income % Diluted EPS % 


20.46 26.88 23.01 24.44 


e b) 
Step 6: Don’t overpay 
Look at the valuation of the company (you can do this via the ‘Valuation’ tab on Morningstar). 


You don’t want to pay too much for Quality Stocks. Compare the current price/cash flow ratio with 
the average price/cash flow ratio of the company over the past 5 years. 


You want a company that is currently trading at a discount compared to its average valuation of the past 5 
years. 


This is the case for Adobe as they are trading at a price/cash flow of 24.5 while the average price/cash flow 
over the past 5 years was 36.2. 
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Valuation 


Calendar 2016 2017 2018 2019 2020 2021 Current 5-Yr Index 
145.40 

— BL. gf, Bog EE Boos =... EE —_. 
Price/Sales 8.87 12.03 12.47 14.51 18.85 17.28 10.67 15.49 2.23 
@ Price/Earnings 44.38 51.85 43.51 54.97 46.18 56.59 36.47 52.42 17.91 
m Price/Cash Flow 23.60 30.15 27.95 36.67 42.35 37.76 24.47 36.16 14.24 
— Price/Book 6.86 10.18 11.78 15.11 18.06 18.20 12.50 15.44 3.36 
Price/Forward Earnings 27.25 31.75 29.07 33.67 44.44 40.82 23.58 36.61 
PEG Ratio 1.48 1.64 1.45 1.73 2.48 2.21 1,35 1.83 -= 
Earnings Yield % 2.25 1.93 2.30 1.82 2.17 1.77 2.74 1.96 
Enterprise Value (Bil) 48.02 B2.15 111.22 159.04 238.27 268.23 174.13 176.35 — 


Potential quality stock 


You didn’t find anything that turned you off in these 6 steps? Good! You have found a potential Quality 
Stock. Now you can put the company on your watchlist and analyze the company more thoroughly. 


In a deeper analysis, you should look at the moat, the integrity of management, the capital intensity, 
expected growth, and so on. 


Market Summary > Adobe Inc 


372,28 USD 


+372.07 (169,120.45%) # all time 


14 Sept, 11:48 GMT-4 « Disclaimer 


1D 5D 1M 6M YTD TY 5Y Max 


800 0,22 USD 15 Aug 1986 


400: 

200; 

0 T T T T T 
1991 1996 2001 2006 2011 2016 2021 

Open 369,57 Mkt cap 174,23B CDP score A- 

High 373,37 P/E ratio 36,36 52-wk high 699,54 

Low 365,61 Div yield - 52-wk low 338,00 


Feedback 
More about Adobe Inc > 
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How to analyze a stock 


Knowing how to analyze a stock is crucial to make good investment decisions. 


The best investors in the world use a strict and rational framework to analyze stocks. 


Start reading about the company 


After you found a company which might be interesting, you should start with reading everything you 
possible can about the company. 


Let’s say that you want to analyze S&P Global. You start by looking at the following sources: 


After you’ve read a few hours about the company, you’re already able to form a first impression. 


If the stock still looks interesting, you can dive deeper and write a full investment case. 


"In my whole life, | have 
known no wise people (over 
a broad subject matter area) 
who didn't read all the time - 
- none, zero. You'd be 
amazed at how much 
Warren reads--and at how 


much I read. My children 
laugh at me. They think I'ma 
book with a couple of legs 
sticking out." 


Charlie Munger 
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Investment case 


The beautiful thing about writing investment cases is that you can use the same structure for each 
case. 


This also means that the more investment cases you write, the better you’ll get at it. 


We’ll show you step by step how you can do this. 


1. Business profile 


First things first: it all starts with the business profile. 
How does the company make money? Do I understand the products/services the company sells? 


If the business profile doesn’t look attractive to you or you don’t understand it properly, you can stop 
looking into the company right away. 


Always invest within your circle of competence. 


Company Profile SPGI 


Business Description 

S&P Global provides data and benchmarks to capital and 
commodity market participants. In 2021 and excluding IHS 
Markit, S&P Ratings was over 45% of the firm's revenue 
and over 55% of the firm's operating income. S&P Ratings 
is the largest credit rating agency in the world. The firm's 
other segments include Market Intelligence, Indexes, and 
Platts. Market Intelligence provides desktop tools and 
other data solutions to investment banks, corporations, 
and other entities. Indexes provides benchmarks for 
financial markets and is monetized through subscriptions, 
asset-based fees, and transaction-based royalties. Platts 
provides benchmarks to commodity markets, principally 
petroleum. 


Company profile S&P Gobal - Source: Morningstar 
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2. Revenue split 


After you’ve taken a look at the business profile of the company, you can go on and look at the revenue 
split. 


In which different segments does the company make money? And how does the geographical split 
look like? 


Our Divisions 


Bringing together highly complementary capabilities to power the markets of the future. 


S&P Global Our analyst-driven credit ratings, research, and pa Dow Jones We provide iconic and innovative index solutions backed by 

Ratings sustainable finance opinions provide critical insights that P| unparalleled expertise across the asset-class spectrum. 
are essential to translating complexity into clarity so By bringing transparency to the global capital markets, we 
market participants can uncover opportunities and make empower investors everywhere to make decisions with 
decisions with conviction. conviction. 

S&P Global With our unparalleled data and deep insights of global S&P Global Our team of experts delivers leading data and technology 


Commodity Insights 


S&P Global 
Mobility 


energy and commodities markets, we enable our 
customers to make decisions with conviction and create 
long-term, sustainable value. 


We provide invaluable insights derived from unmatched 
automotive data, enabling our customers to anticipate 


Market Intelligence 


S&P Global 
Engineering Solutions 


solutions, partnering with customers to provide them with 
unrivaled insights to expand their perspectives, operate 
with confidence and make decisions with conviction. 


Leveraging our combination of trusted data, insights, 
technology and expertise, we empower business and 


technical leaders to make decisions with conviction, 
transforming workflows and end-user experiences. 


change and make decisions with conviction. We help to 
optimize their businesses, reach the right consumers, and 
shape the future of mobility. 


Source: Investor Presentation S&P Global 
3. Management and shareholder structure 


You want to invest in companies which are led by great managers. 


It’s always interesting to look at the track record of current management. Preferably, you want to invest in 


companies with skin in the game. 


When insiders are heavily buying into their own stock, it’s a great sign too. 


Name Position Share Held Report Date* Insider Activity 
Deborah D. Mcwhinney Director 11,213 31 Mar 2023 11,654 
Jacques Esculier Director 2,009 31 Mar 2023 2,962 
Maria R. Morris Independent Director 4,468 31 Mar 2023 517 
Richard E. Thornburgh Non-Executive Chairman of the Board 15,619 31 Mar 2023 1,393 
William D. Green Independent Director 14,748 31 Mar 2023 612 
Robert P. Kelly Director 32,210 31 Mar 2023 32,939 
Gay Huey Evans Director 932 31 Mar 2023 2,313 
Marco Alvera Independent Director 4,028 31 Mar 2023 512 
Rebecca J. Jacoby Independent Director 6,997 31 Mar 2023 542 
Stephanie C. Hill Independent Director 4,187 31 Mar 2023 514 


Management S&P Global - Source: Morningstar 
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4. Moat 


A moat is crucial for quality investors. 


You want to invest in clear market leaders with strong pricing power. Those companies are often 


characterized by high and stable gross margins as well as high and stable Returns On Invested Capital. 


“A good business is like a strong castle with a deep moat around it. I want sharks in the moat. I want it 
untouchable.“ — Warren Buffett 


S&P Global has a wide moat without doubt. Together with Moody’s and Fitch, they are the clear market 
leader in bond ratings. S&P Global has a lot of pricing power too. On average, they increase their prices 


with 4% per year. 


If you want to learn more about moats, take a look here: 4 What you need to know about moats 


5. SWOT Analysis 


Identifying the strengths and weaknesses as well as the opportunities and threats of a company is 
crucial to make good investment decisions. 


Invest in companies with a lot of strengths & opportunities but with only limited weaknesses & threats. 


SWOT ANALYSIS 


gin 


(attributes of the environment) 


External ori 


Source: Wikipedia 
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e Main strengths/opportunities S&P Global: 
o Sustainable competitive advantage 
o Pricing power 
o Active in a strong secular trend 
o Capital light business model 
o High profitability 
e Main weaknesses/risks S&P Global 
o High valuation 


6. Capital intensity 


The best companies don’t require too much capital to grow. 
That’s why you should always look at the capital intensity of a company before you consider investing. 


The CAPEX/Sales and CAPEX/Operating Cash Flow are 2 great metrics to look at the capital intensity of 
a company. 


Seek for companies with a CAPEX/Sales lower than 5% and CAPEX/Operating Cash Flow lower than 
15%.* 


S&P Global has a very low capital intensity: 


e CAPEX/Sales: 0.8% 
e CAPEX/ Operating Cash Flow: 2.6% 


SPGI US Equit i 5 
6M YTD 1Y 3Y 5Y 7Y 10Y Max |Quarterly'¥) Table » 
SPGI US Equity 


1.00 


0.796] 


ee u @© GG uU UU q q G u @ G@ 
) | 1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2¢ 2002 98 | 200 2011 | 2012 | 2013 | 20 2016 | 2017 | 2018 | 2019 


* Please note that when a company is investing heavily in future growth, the growth CAPEX can be very high. This is no 
problem for quality investors as long as the growth investments create value (ROIC > WACC) 
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7. Capital allocation 


Capital allocation is the most important task of management. 
When a company generates free cash flow, it can allocate this cash as follows: 


e Reinvest in the business 
e M&A 

e Dividends 

e Share buybacks 


In an ideal world, you want to invest in companies which can reinvest most of their free cash flow in 


their own business at attractive rates of return. 


The Return On Invested Capital (ROIC) is a great way to see how efficiently a company is allocating 


its capital. 


You want to invest in companies with a ROIC > 15%. When a company has a high and consistent ROIC, 


it’s also a great indication that the company has a moat. 


S&P Global has a very high and consistent ROIC. This indicates that the company is allocation capital 


efficiently. 


Strong cash conversion; reaffirming capital allocation framework 


Strong Cash Capital Return to Balance Sheet 


Generation | Shareholders Health 


Net Income to FCF Continue to target Target adjusted gross 
conversion historically at least 85% return to leverage to adjusted 
sustained above 100% shareholders EBITDA of 2.0x — 2.5x 


Mid-40s FCF margin Dividend growth the last Maintain investment- 
49 years grade rating 


Source: Investor Presentation S&P Global 


Created by Compounding Quality (@ Qcompounding) 


Investments 


Opportunity exists for 
selective organic and 
inorganic opportunities 
based on disciplined 

criteria and regular 
Executive Committee review 
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8. Balance sheet 


Only invest in companies which are in good financial health. 
A healthy balance sheet allows companies to be flexible and capitalize on opportunities. 
Just like Terry Smith, I like to look at 2 ratios to determine the healthiness of a balance sheet: 


e Interest Coverage Ratio 
e Net Debt / Free Cash Flow 


The Interest Coverage Ratio (EBIT/Interest payments) indicates how easily a company can pay back the 
interests on its outstanding debt. You want this number to be higher than 10. 


The Net Debt / Free Cash Flow shows you how many years it would take a company to pay down all its 
debt when it would use all available free cash flow. You want this number to be lower than 4. 


For S&P Global, Interest Coverage and Net Debt / FCF are equal to 15.3x and 3.6x respectively. 


If you want to learn more about how to analyze a balance sheet, take a look here: Q How to analyze a 
Balance Sheet 


9. Profitability 


As a quality investor, you seek for companies which are very profitable. 


The gross margin and free cash flow margin are 2 of the best metrics to look at the profitability of a 
company. 


You can calculate the gross margin as follows: 
Gross margin = (Revenue - Costs of Goods Sold) / Revenue 
The higher the gross margin, the better. 


A gross margin of 37.2% means that a company needs $0.628 to produce its products while it can sell them 
for $1. 


The free cash flow margin can be calculated as follows: 

Free cash flow margin = free cash flow / revenue 

The free cash flow margin shows the percentage of sales which are translated into pure cash for the 
company. When a company has a FCF margin of 30%, for every $100 the company sells, $30 of cash is 


generated. 


S&P Global’s gross margin and FCF margin are equal to 65.5% and 29.9% respectively. 
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10. Historical growth 


The best companies are active in an attractive end market. 
As a result, looking at the historical growth of a company can already tell you a lot. 
Seek for companies with the following criteria: 


e Yearly revenue growth over the past 5 and 10 years: > 5% 
e Yearly earnings growth over the past 5 and 10 years: > 7% 


When a company has been able to grow its revenue and EPS at an attractive rate in the past, it already gives 
you an indication that the company might also be able to do so in the future. 


These are the number for S&P Global: 


e Revenue growth (CAGR): 13.0% (past 5 years) and 7.6% (past 10 years) 
e EPS growth (CAGR): 13.6% (past 5 years) and 13.8% (past 10 years) 


Exceptional track record of financial execution with significant capital 
returned to shareholders and ~22% annual total shareholder return‘ 


Diluted Earnings Per Share? Dividend Paid Weighted Shares Outstanding 


(in $) (in million $) (shares, in millions) 


2021 in blue includes post-merger recast EPS 


~$20B 
of shares repurchase 
280 276 275 


265 
Æ 253 bay 
242 242 


@—® 
eo yoni 380° 
$308 $326 


2013 2014 2015 2016 2017 2018 2019 2020 2021 2021 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2013 2014* 2015 2016 2017 2018 2019 2020 2021 
20: 


‘Total shareholder return CAGR from January 1, 2013 to November 15, 2022 Note: 2022 is the estimated full year amount 3276M shares is an adjusted amount; 271M shares reported 
22013-2021 pre-merger based on non-GAAP adjusted EPS; 2021 pro forma 4 Starting WASO at merger close 
EPS is non-GAAP pro forma adjusted EPS As of October 21, 2022 


Investor 
Day 2022 Exceptional track record Resilient financial model Ac e revenue growth Financial targets 


S&P Global S&P Global Financial Strategy 97 


Source: Investor Presentation S&P Global 
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11. Outlook 


In the long run, stock prices will follow the evolution of the intrinsic value. 
The intrinsic value is driven by 2 key factors: EPS growth and dividends. 
Growth in intrinsic value = earnings per share growth + dividend yield. 


Seek for companies which are active in a secular trend (urbanization, aging, cybersecurity, obesity, 
digital payments, ...) as it will be easier for these companies to grow at an attractive rate. 


Just like you preferred companies which managed to grow their revenue with more than 5% and EPS with 
more than 7% in the past, you want these companies to be able to continue to grow at these attractive 


rates in the future. 


Here’s the outlook for S&P Global: 


Continue to drive superior shareholder returns via a clear strategy that is 
backed by financial strength and strong execution 


Enterprise 2025 / 2026 Target Model Divisional 2025 / 2026 Target Model 


Financial Annual Organic Adjusted 
Revenue Growth Operating Margin 
Organic Revenue ~7% - 9% annual growth 
S&P Global 7% - 9% 35% - 37% 
Adjusted Operating Margin 48% to 50% Market Intelligence 


Adjusted EPS Low to mid-teens growth S&P Global 6% - 9% 58% - 60% 
Ratings 
Capital Management 
S&P Global 7% - 9% 48% - 50% 
Capital Return 85% FCF Commodity Insights 


Leverage 2.0x — 2.5x S&P Global 7% - 9% 41% - 43% 
Mobility 
Dividend Payout 20% — 25% 


S&P Dow Jones 10%+ 67% - 69% 
Indices 


A Division of S&P Global 


Excludes Engineering Solutions 
Investor 


Day 2022 Exceptional track record Resilient financial model Accelerate revenue growth Financial targets 
S&P Global S&P Global Financial Strategy 110 


Source: Investor Presentation S&P Global 


As you can see, S&P Global wants to grow its organic revenue with 7-9% per year and it’s EPS with 10- 
15% per year. These are attractive numbers. 
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12. Valuation 


Quality investors look for wonderful businesses at a fair price. 


The best way to value a company is by using a (reverse) discounted cash flow model. As this topic would 
bring us too far, we will elaborate on this in another article. 


A great way to get a first grasp about a company’s valuation is by comparing its current price-to-earnings 
ratio with the average P/E of the past 5 years. 


The forward P/E of S&P Global is equal to 27.8 compared to 27.2 for the 5-year average. This indicates that 
S&P Global looks slightly overvalued in comparison with its own historical average. 


Here you can find the evolution of S&P Global’s forward P/E ratio: 


37°00 


2bGI ne EdnurA 
QW ALD JA BA 2A 


M 
ebCI Ne EANIÇ E 


wox | DSA A Isp» 


If you want to learn more about valuation, take a look here: Everything you need to know about valuation. 


13. Peer comparison 


You also want to compare the company you are looking into with its main rivals. 


To do this, you can compare all characteristics we’ve already mentioned in this article (revenue split, quality 
of management, moat, capital allocation, capital intensity, healthiness of balance sheet, profitability, 
valuation, ...). 


Preferably you want to invest in the best company in a certain industry. A market leader with 
substantially lower capital intensity, higher margins and better capital allocation compared to its peers. 


A comparison of S&P Global’s P/E Ratio (white line) with Moody’s P/E Ratio (blue line) can be found 
here: 
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14. Historical stock price performance 


As a quality investor, you don’t want to buy the next big thing. Instead, you want to buy companies that 
have already won. 


That’s exactly why looking at the historical value creation of a company already tells you a lot. You want to 
buy companies which managed to compound at an attractive rate in the past. 


S&P Global’s stock price grew at a CAGR of 13.9%.since 1989, which is satisfactory for us. 


Consistent creation of shareholder value 


SPGI Acquisitions Merger Share Price 
SNL Financial SAM IHS Markit Appreciation’ 
PIRA IRI 

cFLOW 451 Research 

TruCost Enerdata 


Kensho Greenwich 
Associates 


The Climate 
Service 


Panjiva 
Rate Watch 


SPGI Divestitures 
. Standard & Poor's Investment Standard & Poor's Securities 
SPGI Share Price Advisory Services LLC Evaluations, Inc. 
RigData J.D. Power 


QuantHouse McGraw Hill Construction 
Credit Market Analysis Aviation Week 
Equity and Fund Research McGraw-Hill Education 


Margin expansion of 


2013 Adjusted Operating Profit Margin 2022 


Source: Capital IQ 
1 From November 1, 2013 to November 15, 2022. Peer group consists of companies as shown in Proxy Statement filed with SEC on 3/22/2022 
2 3022 LTM Non-GAAP Pro Forma Adjusted Operating Profit Margin 

Powering Global Markets 14 


Source: Investor Presentation S&P Global 
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Conclusion 


That’s it for today. To conclude: 


e Start with reading as much as you possibly can about the company 
e Analyze the stock: 


oo0oo0oo0oa0aoaoao 


Oo 0 0 0 


Business profile: make sure you understand the business model 

Revenue split: map out the company’s revenue split 

Management & shareholder structure: invest in companies with a capable and integer 
management 

Moat: seek for companies with a sustainable competitive advantage 

SWOT: map out the strengths/opportunities and weaknesses/threats 

Capital intensity: the lower the capital intensity, the better 

Capital allocation: capital allocation is the most important task of management 

Balance sheet: the healthier the balance sheet, the better 

Profitability: the higher the profitability, the better 

Historical growth: seek for companies which managed to grow their revenue and EPS with 
more than 5% and 7% respectively 

Outlook: invest in companies active in a secular trend 

Valuation: buy wonderful businesses at a fair price 

Peer comparison: compare the company you’re looking into with its main rivals 
Historical value creation: seek for companies which already managed to perform very well 
in the past 
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How to find quality stocks 


Quality investing is one of the best investment methods in the world. 


Since 2010, the return of our investable universe with quality companies only was equal to 18.2% (!) per 
year. This is almost twice as good as the MSCI World. 


What is a quality company? 
For legendary quality investor Terry Smith, quality investing is based on 3 metrics: 


1. Buy good companies 
2. Don’t overpay 
3. Do nothing 


Some great examples of quality companies can be found in Terry Smith’s portfolio (Fundsmith): 


Fundsmith (Netdebt/ESMDA) FCF/interestincurred P/E (forward) FCF 2022 est ROIC ROCE Gross FCF Sales outlook (3 yr) EPS outlook {3 


PAYPAL HOLDINGS INC 
MICROSOFT CORP 

IDEXX LABORATORIES INC 
INTUIT INC 

ESTEE LAUDER COMPANIES-CL A 
L'OREAL 

PHILIP MORRIS INTERNATIONAL 


wan o a a 


NOVO NORDISK A/S-B 
10 STRYKER CORP 
11 LVMH MOET HENNESSY LOUIS VUI 
12 MCCORMICK & CO-NON VTG SHRS 
13 VISA INC-CLASS A SHARES 
14 PEPSICO INC 
15 WATERS CORP 
16 AUTOMATIC DATA PROCESSING 
17 NIKEINC -Ct B 
18 KONE OYJ-8 
19 AMADEUS IT GROUP SA 
20 BECTON DICKINSON AND CO 
21 STARBUCKS CORP 
22 JOHNSON & JOHNSON 
23 COLOPLAST-B. 
24 INTERCONTINENTAL EXCHANGE IN 
25 BROWN-FORMAN CORP-CLASS B 
26 CHURCH & DWIGHT CO INC 


Chuck Akre’s three-legged stool also offers a great framework for quality investors: 
1. Buy good, very profitable businesses with a wide moat 
2. With capable and integer management 
3. Which can reinvest a lot of free cash flow in organic growth 


Chuck Akre is currently invested in beautiful companies like Mastercard, American Tower and O’Reilly 
Automotive. 


Created by Compounding Quality (@Qcompounding) 


31 


MANAGEMENT 


2 3 


REINVESTMENT 


Management with 
exceptional skill, integrity, 
and passion 


Treat shareholders like 
partners 


Indifferent to Wall Street's 
short-term focus 


Lean corporate culture 
fosters independence, 
accountability 


COMPOUNDING MACHINE 


These three areas of analysis - 
business, management, and 
reinvestment - are the key 
components of what we call our 
“three-legged stool.” When we 
find a business that satisfies all 
three of our requirements, we 
refer to it as a “compounding 
machine,” and we seek to 
purchase shares at a modest 
valuation. 


Compensation rationally 
determined 


We know from experience 
that these businesses are 
rare. 


Characteristics of quality companies 


The million-dollar question is how to find these quality companies. 
Quality companies have the following characteristics: 

e A wide moat 

e Integer management 

e Low capital intensity 

e Good capital allocation 

e High profitability 


e Attractive historical growth 
e A secular trend / optimistic outlook 


Wide moat 


Over the past decade, wide moat stocks outperformed no-moat stocks with more than 8% (!) per year. 


You want to invest in clear market leaders with strong pricing power and a great product/service which 
customers love. 


Integer management 
Companies with skin in the game outperform companies who don’t with 3.6% per year on average. 


You want to invest in businesses where the interests of management are aligned with yours as a 
shareholder. Think about companies like LVMH and Copart. 
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Low capital intensity 


The best companies require very little capital to operate. 


Almost all compounding machines have a low capital intensity. Seek for companies with a CAPEX/Sales < 
5% and CAPEX/Operational Cash Flow < 15%. 


Some low CAPEX quality businesses: Automatic Data Processing (CAPEX/Sales: 1.2%), Domino’s Pizza 
(CAPEX/Sales: 2.2%) and Blackrock (CAPEX/Sales: 1.8%). 


Capital intensity defined 


e Refers to the amount of money required to 
enter and compete in the industry 


— An industry that is expensiveto enter has high 
capital intensity 
* (i.e., automotive manufacturing) 


— Industries that are inexpensive to enter have low 
capital intensity 


* (i.e., a website providing movie reviews) 


Good capital allocation 

When a company earns cash they can do three things with the FCF they generate: 
1. Reinvest for organic growth 
2. Acquisitions (M&A) 
3. Share buybacks and dividends 


Seek for companies who reinvest most free cash flow in organic growth. 
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Capital Allocation - How to think about excess cash? 


Excess cash 
generated 


Reinvest in the 
business 


- Balance sheet fortification 

- Positive NPV initiatives: tat 
investments above internal Acquisitions 7 
hurdle rate that strengthen Buybacks 


operations or market position 


- Share buybacks: /f share 
Price < intrinsic value 


- Acquisitions: jf 

acquisition price < 

stand-alone intrinsic value 

and meets other rigorous -Return of capitat ” = 

Internatl criteria absence of volue cect" 
altematives 


FIGURE 9.1 Can 
' pital allocation f 
Source; Author’s own data ee 


In general, the greater the capital allocation of a company, the better. Looking at ROIC and ROCE is a good start. We 
prefer companies with a ROIC greater than 20%. 


Some examples of companies with great capital allocation metrics: Sherwin-Williams, Domino’s Pizza, 
Pool Corporation, and Adobe. 


BUSINESS Sours oF 
rT. 


ERATE SAE. | pret of thoughtful capital allaeatns~ 


“ALL copttal., cost", whether 
source is Intern or ernal " 
on Rotc* 


BARRIERS TO Groop 
CAPLTAL ALL OATION 
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High profitability 


The free cash flow margin shows the percentage of sales that is translated into cash. When a company 
has a FCF margin of 30%, for every $100 the company sells, $30 of cash is generated. 


The FCF margin of a company should be at least 15% (and preferably more than 20%). Furthermore, a 
high percentage (> 90%) of the companies’ earnings should be converted into free cash flow. 


Exhibit 4: Buy-rated stocks that offer improving FCF profitability and positive net income margins alongside topline growth 


Sales Growth (YoY) FCF Margin GAAP Net Income Margin 


Ticker Company name 2022 20296 2024€ 2022€ 2023€ 2024€ 2022€ 2023 2024€ Coverage Sector MSPP Rating Cant, Toyo Oo 
AA Alcoa Corp. 19% 14% 14% 7.9% 19.0% 21.5% 13.6% 17.1% 20.2% Metals & Mining 94 Buy* 50.08 108% 
ADBE Adobe Systems Inc. 12% 15% 18% 40.9% 43.4% 45.0% 29.7% 31.7% 34.0% Software 171.9 Buy 362.99 49% 
AMD Advanced Micro Devices Inc. 63% 11% 17% 26.1% 32.1% 34.3% 25.5% 28.7% 32.3% Semis/Semi Equipment 116.7 Buy 83.79 59% 
AMZN Amazon.com Inc. 11% 15% 13% 3.6% 9.0% 10.8% 1.6% 4.9% 6.6% Internet 1.107 Buy 108.68 56% 
APP AppLovin Corp. 13% 24% 14% 19.5% 21.6% 25.5% 6.2% 13.4% 16.2% Intemet 13.0 Buy 35.04 66% 
CMG Chipotle Mexican Grill Inc. 19% 17% 15% 8.2% 10.4% 11.4% 10.1% 12.4% 13.5% Restaurants 35.7 Buy” 1261.24 58% 
CRM Salesforce.com Inc. 20% 17% 17% 20.6% 22.1% 24.3% 1.5% 2.3% 4.1% Software 167.0 Buy’ 166.83 104% 
CSGP CoStar Group 11% 21% 22% 18.6% 216% 24.7% 12.8% 15.8% 18.6% Info & Business Services 22.1 Buy 56.07 64% 
ENPH Enphase Energy Inc. 51% 24% 22% 16.7% 203% 21.6% 14.1% 14.3% 16.7% Clean Energy 26.9 Buy 193.29 26% 
GOOGL Alphabet Inc. 15% 15% 14% 25.1% 30.9% 31.8% 28.4% 30.9% 31.1% Intemet 1.489 Buy 2230.88 34% 
HRMY Harmony Biosciences 37% 32% 29% 33.3% 43.6% 44.8% 30.4% 37.3% 39.9% SMID Biotech 28 Buy 45.71 20% 
KNBE KnowBe4 Inc. 35% 28% 24% 19.1% 26.0% 29.1% 0.8% 5.1% 8.1% Security Software, IT Sves 3.2 Buy 17.56 59% 
MA MasterCard Inc. 19% 19% 16% 39.1% 48.1% 50.5% 46.3% 47.3% 48.7% Payment Technology 309.6 Buy 317.40 45% 
MRVL Marvell Technology Inc. 41% 19% 16% 29.5% 32.0% 34.0% 25% 11.5% 17.3%  Semis/Semi Equipment 39.9 Buy 47.03 62% 
MSFT Microsoft Corp. 13% 13% 12% 34.6% 38.3% 395% 36.0% 38.2% 40.1% Software 1,912 Buy* 253.74 44% 
MITCH Match Group 16% 19% 17% 27.3% 30.0% 31.0% 19.7% 20.5% 22.6% Intemet 21.5 Buy 70.04 50% 
NBIX Neurocrine Biosciences Inc. 24% 15% 15% 19.1% 29.6% 36.1% 16.0% 21.7% 28.3% Biopharma 9.3 Buy 93.37 18% 
SHLS Shoals Technologies 44% 54% 31% 5.2% 19.2% 237% 8.6% 15.2% 18.1% Clean Energy 3.2 Buy 18.86 17% 
v Visa Inc. 21% 14% 12% 45.0% 55.6% 56.8% 53.2% 54.4% 55.7% Payment Technology 416.4 Buy* 194.39 45% 


(1) All data provided are fiscal year data; 2022E represents fiscal year-end dates between July 2022 and June 2023. (2) * denotes stock is on the Americas Conviction List. As of June 21, 2022 


Source: FactSet, Goldman Sachs Global Investment Research 


Performance since IPO 


As a quality investor, you don’t want to invest in the next big thing. You want to invest in companies that 
have already won. 


Only invest in companies that managed to generate a return of 15% per year for shareholders 
(CAGR) since their IPO. 


Market Summary > Copart, Inc. 


11 5,1 O USD 
+114.46 (17,884.38%) + all time 


Closed: 1 Nov, 16:11 GMT-4 + Disclaimer 
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Open 115,95 Mkt cap 27,408 52-wk high 161,12 
High 116,72 PIE ratio 25,46 52-wk low 102,21 
Low 114,95 Div yield 
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Secular trend 


The trend is your friend. A lot of quality companies are active in a strongly growing market. 


Think about themes like urbanization (Otis), cybersecurity (Fortinet), datacenters (Arista Networks), 
hearing aids (Sonova), and obesity (Novo Nordisk). 


Aim for companies which can grow their organic revenue with at least 7% per year in the foreseeable 


future. 
U.S. Weight Management Market | | os 
size, by function, 2020 - 2030 (USD Billion) GRAND VIEW RESEARCH 


10.3% 
$32.7B U.S. Market CAGR, 
$29.58 i i | Í | 2022 - 2030 


2020 2021 2022 2023 2024 2025 2026 2027 2028 2029 2030 


Source: 
@ Diet © Fitness Equipment Surgical Equipment Services www,grandviewresearch.com 


Valuation 

For quality investors, the quality of the business is more important than the valuation. 
In the long run, your return as an investor is equal to: 

Return = FCF growth per share + shareholder yield +/- multiple expansion (contraction) 


The longer you invest in a company, the more important the FCF per share growth will become. When you 
can buy a great business at a fair price, great things will happen. 


Does this strategy work? 


Since 2010, the return of our investable universe with quality companies only was equal to 18.2% (!) per 
year. This is almost twice as good as the MSCI World. 


This means a $10.000 investment would have become $87.300. 


We are confident that in the future this outperformance will persist. 
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Conclusion 


As a quality investor, you want to invest in the best companies in the world. Quality companies have the 
following characteristics: 


e A wide moat (competitive advantage) 
e Integer management 

e Low capital intensity 

e Good capital allocation 

e High profitability 

e Attractive historical growth 

e A secular trend / optimistic outlook 


When you can pick up these companies at a fair valuation, you will end up with one hell of a result over 
time. 


Compounding can be beautiful. 
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What you need to know about free cash flow 


What is free cash flow? 


In child language, the free cash flow of a company is equal to all the cash that enters a company minus all 
the cash that leaves a company over a certain period. 


The official formula of free cash flow goes as follows: 
Free cash flow = operating cash flow - CAPEX 


Operating cash flow = operating income + non-cash changes - changes in working capital - taxes 
CAPEX = changes in Property, Plant & Equipment (PPE) + depreciation 


The operating cash flow measures the amount of cash that is generated by a company’s normal 
business operations. 


In other words, the operating cash flow measures all the cash a company generates by selling its 
products / services. 


The capital expenditures (CAPEX) shows how much money a company has used to maintain or buy 
physical assets. 


A distinction can be made between maintenance CAPEX and growth CAPEX: 


Maintenance CAPEX = investments made in existing assets 
Growth CAPEX = investments made in new assets in order to grow 


When a company is investing heavily in future growth, the free cash flow will decline due to the fact 
that the growth CAPEX is high. 


Growth investments can be very valuable if they create added value for the company. 


That’s why some people prefer to only take the maintenance CAPEX into account to calculate the free cash 
flow. 


In that case the formula for free cash flow goes as follows: 
Free cash flow = operating cash flow - maintenance CAPEX 
It goes without saying that the higher the free cash flow of a company is, the better. 


As in investor you want to buy companies that generate a lot of cash. 
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What can a company do with its free cash flow? 


The free cash flow of a company is the cash a company has generated over a certain period. 
The company can do different things with its free cash flow: 

e Reinvesting in itself for organic growth 

e Pay down debt 

e Acquisitions and takeovers (M&A) 

e Paying out dividends 

e Buying back shares 


Capital allocation (choosing what to do with its free cash flow) is the most important task of 
management. 


You want to invest in companies that manage to allocate capital very efficiently. 
In general, reinvesting in itself for organic growth is the most preferred capital allocation strategy. 
Obviously, the company needs to have enough growth opportunities in order to do this. It is also 


important to underline that it only makes sense to invest in organic growth when these organic investments 
create value. 


Free cash flow margin 


The best way to look at the profitability of a company, is by taking a look at the FCF margin. 
This metric indicates how much cash a company is generating per dollar in sales. 
FCF margin = (free cash flow / sales) 


Visa for example has a free cash flow margin of 60.2%. This means that for every $100 in sales, Visa 
generates $60.2 in pure cash. 


This in stark contrast with General Electric, which has a FCF margin of only 2.9%. 


It goes without saying that it is justified to pay a higher valuation multiple for Visa compared to General 
Electric. 


A study of James O’Shaugnessey (What Works on Wall Street) found that companies who translated most 
earnings into FCF outperformed companies that translated the least earnings into FCF by 18% (!) per 
year. 


That’s why focusing on the FCF margin of a company can help you a lot to make better investment 
decisions. 
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TABLE 141 


SN E 
Summary Results for Accruals-to-Price Decile Analysis of All Stocks Universe, January 1, 1964, to December 31, 
ooo 


Decile $10,000 grows to Average return Compound return Standard deviation Sharpe ratio 
1 (highest) $482,948 11.37% 8.79% 21.47% 0.18 

2 $463,666 11.12% 8.70% 20.84% 0.18 

3 $585,626 11.85% 9.25% 21.65% 0.20 

4 $708,911 12.13% 9.71% 20.86% 0.23 

5 $947,994 12.57% 10.40% 19.66% 0.27 

6 $1,244,211 12.97% 11.06% 18.45% 0.33 

7 $1,105,662 12.44% 10.77% 17.24% 0.33 

8 $1,467,435 12.94% 11.45% 16.23% 0.40 

9 $2,874,786 14.66% 13.10% 16.51% 0.49 
10 (lowest) $4,800,813 16.70% 14.36% 20.13% dé? l 
All Stocks $1,329,513 13.26% 11.22% 18.99% 0.33 


Oooo ee 
Source: What Works on Wall Street (James O’Shaugnessey) 


Free cash flow is NOT the same as net income 


Earnings are an opinion, cash is a fact. 
That’s why you should always look at the free cash flow of a company and not at its earnings. 


While earnings are an accounting metric, free cash flow looks at the money that actually entered and 
left the firm over a certain period. 


In other words: the net income of a company contains a lot of non-cash items whereas free cash flow looks 
at the cash that effectively entered and exited the business. 


Net income = total revenue - total expenses 
Free cash flow = operating cash flow - CAPEX 
To go from the net income of a company to its free cash flow, you should make the following adaptions: 


Free cash flow = Net income + depreciation / amortization - change in working capital - capital 
expenditures 


In general, free cash flow can be seen as a better metric compared to the earnings of a company 
because this metric is more reliable and is harder to manipulate. 
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FCF conversion 


Quality companies convert most earnings into free cash flow. 
FCF Conversion = (free cash flow / net earnings) 


When there is a huge difference between the free cash flow and the earnings of a company, you should 
be suspicious as an investor. 


It gives an indication that the earnings quality of the company is low. 


In the example below, L’Oréal is the robust, quality company whereas the cash flow conversion of BP 
is more unreliable. 


Fundsmith 
Buy good companies 
Don’t overpay 


Cash flow conversion rates compared Do nothing 


$m 2014 2015 2016 2017 2018 2019 2020 T12 2014-2020 
Net income 11,641 6,106 4,274 6,052 12,294 11,055 -8,722 5,933 48,633 
Free cash flow 10,208 485 -6,010 2,369 6,166 10,352 -144 8,709 32,135 
Cash conversion 88% 8% -141% 39% 50% 94% 2% 147% 66% 
€m 2014 2015 2016 2017 2018 2019 2020 T12 2014-2020 
Net income 3,128 3,452 3,574 3,658 3,957 4,047 4,195 4,435 30,446 
Free cash flow 2,856 3,071 3,370 3,933 3,876 5,032 5481 5,911 33,530 
Cash conversion 91% 89% 94% 108% 98% 124% 131% 133% 110% 


Source: Fundsmith 


Free cash flow yield 


The free cash flow yield (FCF Yield) of a company is a great way to look at the valuation of a company. 
Free cash flow yield = (Free cash flow per share/ stock price) 
The higher this ratio, the cheaper the stock. 


You can compare the FCF Yield of a company to its historical average FCF Yield to get a grasp about how 
expensive the company is an historic perspective. 
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Watch out for stock-based compensation 


A lot of technology companies are giving a lot of stock-based compensation benefits to their employees to 
attract and retain talent. 


For investors, stock-based compensations are a cost as it dilutes existing shareholders. 


As aresult, you should always look at the FCF per share excluding stock-based compensations to get a 
more reliable and conservative view of the company. 


Free cash flow = operating cash flow - CAPEX - stock-based compensation 


For example, for Amazon the price to free cash flow based on the estimated free cash flow of 2023 is equal 
to 36.1. 


However, when you would treat stock-based compensation as an expense, the price to free cash flow would 
increase to 159.2! 


This is a huge difference and underlines why you should exclude stock-based compensation. 
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Exhibit 11: We analyze current Price to FCF vs. Growth excluding SBC, and treating SBC as if it is a 
cash expense... the extent to which SBC is treated as cash increases implied valuation, most 
adversely impacting FIGS, CHWY, UBER, DESP and AMZN 


SBC included as FC! 


Difference Btw 
P/FCE/G Including & 


Company 


Excluding SAC 


20.7x 15% 
159.2 112% 
17% 
18.7x 13% 
35.5x 20% 
46.9% 18% 
56.7% 103% 
NM 57% 
18.0x -23% 
NM 34% 
26.0x 95% 
NM NM 
8.0x -36% 
57.5x 146% 
18.3x 57% 
21.4x 179% 
118.2x 164% 
761,9x NM 
26.3x 11% 
40.6x 68% 
23.0% 16% 
NM 6% 
33.8x 32% 
13.3x 18% 
16.2x 
NM 
18.3x 
27.8 
NM 
15.8% 
824x 
16.7x 
10.1x 
128x 
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Source: Company data, Refinitiv, Morgan Stanley Research 


Source: Morgan Stanley 
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Expected return 


Last but not least, you can use the following rule of thumb to calculate your expected return as an 
investor: 


Expected return per year = FCF per share growth + buyback yield +/- multiple expansion (multiple 
contraction) 


Shareholder yield= dividend yield + buyback yield 

Let’s use Visa as an example again. 

We estimate that Visa will be able to grow its free cash flow per share with 13% per year over the next 5 
years. The dividend yield is equal to 0.9% and we estimate that the outstanding shares of Visa will remain 
constant over the next years. Furthermore, we think the current FCF Yield of Visa (4.2%) is fair, as a result 
no multiple expansion nor contraction will take place. 

Under these assumptions the expected yearly return for Visa is equal to: 


Expected return per year Visa = 13% + 0.9% + 0% = 13.9% 


Would you be happy with an annual return of 13.9% per year? If so, Visa might be an interesting 
investment. 
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What you need to know about Return On 
Invested Capital 


For quality investors, the Return On Invested Capital (ROIC) is one of the most important financial 
metrics. 


A high ROIC is key for value creation and it’s a great way to look at a company’s competitive advantage. 


The power of compounding 


Let’s start with an example. Suppose that there are 2 companies: 


e Company A: ROIC of 5% and reinvests all its profits for 25 years 
e Company B: ROIC of 20% and reinvests all its profits for 25 years 


Can you guess how much company A and B would be worth if you invest $10.000 in both (assumption: 
valuation remains constant)? 


In this example, an investment in company A would be worth $33.860 while an investment in company B 
would increase to $953.960! 


This simple example beautifully shows the importance of ROIC and the power of compounding. 


Now you’re convinced of the importance of ROIC, let’s explain this financial metric to you. 


What is Return On Invested Capital (ROIC)? 


Capital allocation is the most important task of management. 
If you want to look at how efficient management allocates capital, you can take a look at the ROIC. 
Return On Invested Capital (ROIC) = (NOPAT / Invested Capital) 


NOPAT = Net Operating Profit After Tax 
Invested Capital = Total assets - non-interest-bearing current liabilities 


When a company has a ROIC of 15%, it means that for every $100 in capital the company has on its balance 
sheet, $15 in NOPAT is generated. 


You want to invest in companies with a high ROIC as this means that the company is allocating 
capital efficiently. 


As arule of thumb, the ROIC should be higher than 10% and preferably higher than 15%. 
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Why ROIC matters 


Did you like the first example in this article? Let’s use a second one. 
In this example, we have 2 companies: Quality Inc. and Dividend Inc. 


Both companies generate a NOPAT (profit) of $100 million per year and need $500 million to operate 
(invested capital). Furthermore, both companies have a ROIC of 20%. 


Dividend Inc. has no growth opportunities and distributes all earnings as a dividend to shareholders. 
As a result, Dividend Inc. will distribute $100 million to shareholders each year and will still make $100 
million in profits 20 years from now. 


On the other hand, Quality Inc. is active in a secular growth market and is able to reinvest all its 
earnings in organic growth. This means Quality Inc. pays no dividend to shareholders and reinvests 
everything in itself. 

After 1 year, Quality Inc. has $600 million in capital (the starting capital of $500 million + $100 million in 
reinvestment). On this invested capital of $600 million, Quality Inc. generates a ROIC of 20%. As a result, 
Quality Inc.’s earnings grew to $120 million (20% * $600 million). 

NOPAT = ROIC * Invested Capital 


In year 2, Quality Inc. again reinvests it’s earnings of $120 million in organic growth. As a result, Quality 


Inc.’s invested capital grew to $720 million (the $600 million it already had + $120 million in reinvestment). 


The earnings of Quality Inc. grew to $144 million (20% * $720 million). 


Can you guess how many profit Quality Inc. would make if they would be able to this for 20 consecutive 
years? 


The correct answer is $3.8 billion! 


Peel Dividend Inc. Quality Inc. 


NOPAT in year 0 $100 million $100 million 
NOPAT in year 20 $100 million $3.8 billion 


As a result, a high ROIC in combination with plenty of growth opportunities is the golden egg for 
investors. It will result in exponentially increasing earnings for a company if management makes good 
capital allocation decisions. 


"Over the long term, it's hard for a stock to earn a much better return than the business which underlies it 
earns. If the business earns 6% on capital over 40 years and you hold it for that 40 years, you're not going to 
make much different than a 6% return—even if you originally buy it at a huge discount. Conversely, if a 
business earns 18% on capital over 20 or 30 years, even if you pay an expensive looking price, you'll end up 
with a fine result." - Charlie Munger 
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Growth only creates value when ROIC > WACC 


It is very important to understand that growth only creates value when the Return On Invested 
Capital (ROIC) of a company is higher than the Weighted Average Cost of Capital (WACC). 


The formula to calculate the WACC of a company can be seen hereunder. Simply put, the Weighted 
Average Cost of Capital is equal to the firm’s average cost of capital (cost of equity + cost of debt). 


WACC Formula and Calculation 
WACC = = x Re + Z x Rd x (1 To) 


where: 

E = Market value of the firm’s equity 
D = Market value of the firm’s debt 
V=E+D 

Re = Cost of equity 

Rd = Cost of debt 

Tc = Corporate tax rate 


Source: Investopedia 

It is very intuitive to state that what the company earns on its investments (ROIC) should be higher 
than what the company needs to pay to finance these investments (WACC). 

Let’s give another example to clarify this: 


Company A has a ROIC of 5% and a WACC of 10%. The company’s NOPAT is equal to $10 million and 
they are offered a new project which would generate $1 million in NOPAT. 


When company A would accept this project, they will need $20 million in capital to execute this project ($1 
million / 5%). 


ROIC = NOPAT / Invested Capital 
Invested Capital = NOPAT/ROIC 


Company A has a WACC of 10% and as a result they will need to pay $2 million ($20 million *10%) to 
finance this project. 
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Cost of capital = Capital needed * WACC 

As a result, company A should pay $2 million to finance the project while it will only generate $1 million in 
NOPAT. It goes without saying that company A shouldn’t accept this project because they would lose 
money on it. 

On the other hand, Company B has a ROIC of 20% and a WACC of 10%. The company’s NOPAT is also 
equal to $10 million and they are offered the identical project as company A which would generate $1 


million in NOPAT. 


When company B would accept this project, they will need $5 million in capital to execute this project ($1 
million / 20%). 


Company B has a WACC of 10% and as a result they will need to pay $0.5 million ($5 million *10%) to 
shareholders and debtors to finance the project. 


So company B should pay $0.5 million to finance the project while it would generate $1 million in 
extra NOPAT. As a result, company B should accept this project. 


Excluding goodwill and cash 


Some people prefer to exclude goodwill and cash out of the invested capital to calculate the ROIC. 
In that case, the formula for ROIC goes as follows: 

ROIC = NOPAT / (Invested capital - goodwill - cash and cash equivalents) 

When you use this variant of the formula, the ROIC will be higher than in the traditional formula. 


This variant is especially relevant to calculate how much a company should reinvest in itself in order to 
grow at a certain rate. 


The underlying reasoning behind this is that you don’t need goodwill or cash in order to grow. 


Reinvestment needs 


When you want to calculate how much a company should reinvest in itself in order to achieve a certain 
rate, you can use this formula: 


Reinvestment need = (desired growth / ROIC) 
Let’s say that a company has a ROIC of 20% and wants to grow its NOPAT with 10% per year. 


In that case, the company should reinvest 50% of its NOPAT (10%/20%) in order to grow with 10% next 
year. 


It goes without saying that having a high ROIC is interesting because it results in lower reinvestment 
needs for the company. The best companies in the world are able to grow attractively (> 10% per year) 
while reinvestment needs are very low to achieve this growth. 


When a company needs to reinvest less, they can use their cash flow for other things like dividends 
and buying back shares. 


Created by Compounding Quality (@ Qcompounding) 


48 


ROIC = proxy for a moat 


You aren’t convinced yet that the ROIC of a company is important? Well, you can use it to measure a 
company’s competitive advantage too. 


In general, there are 2 crucial conditions for a company to have a moat: 


1. The company is earning profits that are greater than their weighted average cost of capital (WACC) 
2. The level of profitability has maintained high and constant for a reasonable period of time 


A consistent and high ROIC is a great indication that the company has a sustainable competitive 
advantage. By only focusing on companies with a high ROIC when picking stocks, you already exclude a 
lot of value traps. 


A high and consistent ROIC is the result of a sustainable competitive advantage. 


Why? Because it indicates that competitors and (potential) new entrants are not able to go into competition 
with this company. This allows them to stay very profitable and operate at attractive margins. 


Conclusion 


The ROIC is one of the most important financial metrics for quality investors as it indicates how 
efficiently management is allocating capital. 


You want to invest in companies with a high and consistent ROIC. When a company has a robust ROIC 
which is higher than their WACC every single year over the past decade, it is a great indication that the 
company has a competitive advantage. 


As a quality investor, you are seeking for compounding machines. These stocks have a high and 


consistent ROIC with plenty of reinvestment opportunities. This will allow the company to grow its free 
cash flow exponentially. 
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What you need to know about moats 


In investing, it all starts with the moat or competitive advantage of a company. 


Determining the existence and durability of a competitive advantage is key to become a great investor. 


What is a moat? 


A moat or durable competitive advantage is a condition that puts a company in a superior business 
position. This will allow the business to maintain and increase its profit margin and market share. 


“Tt’s incredibly arrogant for a company to believe that it can deliver the same sort of product that its rivals 
do and actually do better for very long.” - Warren Buffett 


Warren Buffett once stated that the company itself can be seen as the equivalent of a castle and the value of 
the castle will be determined by the strength of the moat. In other words: the moat protects those inside the 
castle and prevents outsiders from entering the fortress. 


“The key to investing is not assessing how much an industry is going to affect society, or how much it will 
grow, but rather determining the competitive advantage of any given company and, above all, the durability 
of that advantage. The products or services that have wide, sustainable moats around them are the ones that 
deliver rewards to investors.” - Warren Buffett 


The Moat 


The competitive advantage 
a company has over its 
competitors. The Moat 


protects the business from 
competitors and new 
industry entrants. The 

wider the moat the better. 
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How do you know the company has a moat? 


A moat is a structural business characteristic that allows a firm to generate excess economic returns for a 
long period of time. 


There are two critical factors to determine whether a company has a moat: 


1. The company has a Return On Invested Capital (ROIC) greater than its Weighted Average Cost of 
Capital (WACC) 
2. The ROIC has maintained high and constant for a reasonable period of time in the past. 


Looking at the evolution of the gross margin and ROIC over the past decade can already give you a 
great indication. When both metrics are robust and (very) high, this is already a great sign that the company 
has a moat. 


Morningstar states that a company has a sustainable competitive advantage when they will be able to 
generate a ROIC > WACC for at least the next 20 years. 


"Over the long term, it's hard for a stock to earn a much better return than the business which underlies it 
earns. If the business earns 6% on capital over 40 years and you hold it for that 40 years, you're not going to 
make much more than a 6% return—even if you originally buy it at a huge discount. Conversely, if a 
business earns 18% on capital over 20 or 30 years, even if you pay an expensive looking price, you'll end up 
with a fine result." - Charlie Munger 


If you want to learn more about the ROIC, take a look at this article from Compounding Quality: 


Everything you need to know about ROIC 


Companies with a moat often have a lot of pricing power too. Munger stated once that a few times in your 
lifetime, you’ ll find a company which could raise its return enormously by just raising their prices, and yet 
they haven’t done it. This gives them a lot of untapped picing power. These companies are the ultimate 
no-brainer. 


Coca-Cola, S&P Global and See’s Candies are great examples of companies with pricing power. 


“The single most important decision in evaluating a business is pricing power. If you’ve got the power to 
raise prices without losing business to a competitor, you’ve got a very good business.” - Warren Buffett 


Different kinds of moats 


In general, there are 5 different kinds of moats: 


e Switching costs 

e Intangible assets 
e Network effects 

e Cost advantages 
e Efficient scale 


Switching costs 


The costs a consumer pays as a result of switching brands or products. These costs can be monetary, 
but also psychological, effort-based, and time-based. 
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A good example of a company with switching costs is Salesforce, a Customer Relationship Management 
(CRM) company which tries to expand the relationship with its customers by cross-selling other services 
that provide additional value (e.g. data collection and cross-selling other services). This makes it even harder 
for their customers to change to another CRM system. 


Switching from Windows to Apple and vice versa can also be seen as a switching cost as it takes some time 
to master the software. 


Other examples: Automatic Data Processing and Intuitive Surgical. 
Intangible assets 


A moat based on intangible assets includes a competitive advantage because of the strong brand, 
patents, or regulatory licenses. This may prevent competitors from duplicating products or allow a 
company to charge a premium price. 


Buffett once stated that he didn’t know the value of a brand until Berkshire Hathaway bought See’s Candies. 
“We didn’t know the power of a good brand. Over time we just discovered that we could raise prices 10% 
and no one cared. When you were a 16-year-old, you took a box of candy on your first date with a girl and 
gave it either to her parents or to her. In California the girls slap you when you bring Russell Stover, and 
kiss you when you bring See’s.” - Warren Buffett 

Munger and Buffett try to determine the strength of a moat based on the brand by measuring whether a 
competitor can replicate or weaken the moat with massive investments. Their test on Coca-Cola is a 


good example: 


“Tf you gave me $100 billion and said take away the soft drink leadership of Coca-Cola in the world, I'd 
give it back to you and say it can't be done.” - Warren Buffett 


Network effects 


A moat based on network effects is one of the strongest moats companies can create because this moat 
source is very scalable. 


A network effect exists when the value of a product or service grows as its user base expands. Each 
additional customer increases the value of the product or service exponentially. 


Think about companies like American Express, Amazon, Mastercard & Visa, and Alphabet. 


“Google has a huge new moat. In fact I’ve probably never seen such a wide moat.” - Charlie Munger 
Cost advantage 


Companies that are able to produce products or services at lower costs than its rivals benefit from 
cost advantages. 


Firms with a structural cost advantage can either undercut competitors on price while earning similar 
margins, or can charge market-level prices while earning relatively high margins. Ikea and Walmart are 
two companies with strong cost advantages. 


For us personally, cost advantages are the least preferred moat source. The reason for this is that these 
companies often have no pricing power. Pricing power is a very important characteristic of quality 
companies. 
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Efficient scale 
Last but not least, efficient scale is the fifth moat source. 


In some markets, there is only room for a few players. These kinds of markets are called monopolistic 
(only 1 company) or oligopolistic (only a few companies) markets. 


Scale economies are very important in business. It is the dynamic in which a market of limited size is 
effectively served by few companies. Incumbents generate economic profits, but new entrants would cause 
returns for all players to fall to a level in line with or below the cost of capital. For that reason, it is not 
interesting for new players to enter the market. 


Great examples are S&P Global and Moody’s and US railroad stocks like Union Pacific. 


Durability of the moat 


For quality investors, the margin of safety does not lay in a cheap valuation but in the strength of the 
competitive advantage. 


That’s why for moats, durability matters. 


“It's far better to buy a wonderful company at a fair price than a fair company at a wonderful price.” - 
Warren Buffett 


You want to invest in companies which will still have a huge competitive advantage in 5, 10, and 20 
years from now. 


Disruption is the greatest enemy of quality investors. 


The Concept of Economic Moat in Evaluating Stocks 
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No reversion to the mean 


Mean reversion is a theory used in finance that states that historical returns will revert to the long-term 
average. 


For stocks, this means that when a certain industry is very attractive, new competitors will start to get 
interested and enter the market which will result in a lower profitability for all companies active within that 
market. 


Michael Mauboussin summarized it as follows: 


“Companies generating high economic returns will attract competitors willing to take a lesser, albeit still 
attractive return which will drive down aggregate industry returns to the opportunity cost of capital.” 


In general, reversion to the mean indeed takes place in the economy. However, mean reversion does not 
take place for companies with a wide and durable moat. 


Why? Because no matter how many enterprises would like to enter a certain very attractive market, when 
the companies which are already active in that market have a huge economic moat, new entrants 
won’t be able to take market share from these existing companies. 


Just look at this chart which states that companies with a high ROIC (a first indication that a company has a 
wide moat) tend to outperform over time: 


Display 1: Companies with a high ROIC have 
outperformed over time 
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Source: Goldman Sachs Research Estimates, Quantum database. Data as at March 
31, 2015. Data shown is the performance of the share price of the highest 25% of 
companies in terms of ROIC as compared to the Lowest 25% of companies. Companies 
are sourced from the MSCI Europe Index. Past performance is not a guarantee of 
future performance. 
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Does investing in wide moat stocks work? 


The question of $1 million is whether it helps to focus on companies with a wide moat. 
The answer is YES! 


Between 2002 and today, the Morningstar Wide Moat index, an index with only wide moat companies, 
returned 14.7% per year to shareholders compared to 9.4% for for the MSCI World. 


This means that wide moat stocks outperform the market with more than 5% per year over the past 2 
decades. 
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Conclusion 


e For quality investors, it all starts with the moat of a company 

e Acompany has a moat when its ROIC is greater than its WACC for a very long period of time 

e There are 5 different kinds of moats: switching costs, intangible assets, network effects, cost 
advantages and efficient scale 

e You want to invest in companies which still have a moat in 10 and 20 years from now 

e Reversion to the mean doesn’t take place for companies with a wide moat 

e Stocks with a durable competitive advantage outperform the market 


“If you can buy the best companies, over time the pricing takes care of itself.” - Warren Buffett 


“Sometimes you have both a moat and a great manager and as Mae West once said: “Too much of a good 
thing can be wonderful.” - Trey Griffin 


Used sources to write this article: 251Q.com, Morningstar and Bloomberg. 
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Everything you need to know about valuation 


Price is what you pay. Value is what you get. 


While in the long run stock prices always follow the evolution of the intrinsic value of a company, in the 
short term stock prices are mainly driven by fluctuations in valuation. 


As aresult, you can end up with horrible investment results if you pay too much for a company 


How to think about valuation 


The essence of every intelligent form of investing is to buy stocks for less than what they’re worth. 
The valuation of a company shows you how much the market is willing to pay for a certain stock. 
There are many different methods to look at a company’s valuation. 

The most used valuation metric is the price-earnings ratio (P/E) ratio. You can calculate it as follows: 
Price-earnings ratio = stock price / earnings per share 

Let’s take S&P Global (a wide moat stock) as an example. 


S&P Global currently trades at a stock price of $360 while its earnings per share for 2023 are expected to be 
equal to $11.07. As a result, S&P Global’s P/E is equal to 32.5. 


The lower the P/E ratio, the cheaper the stock. 

When you divide the earnings per share of a company by its stock price, you get the earnings yield: 
Earnings yield = earnings per share / stock price 

S&P Global’s earnings yield is equal to 3.1% ($11.07/$360). 


This means that when you would buy S&P Global for $10.000 today, the company would generate $310 
(3.1%) in earnings for you next year. 


Here are some other valuation metrics you can use: 
Price-to-book ratio (P/B) = stock price / book value 

PEG ratio = P/E ratio / yearly EPS growth 

Free cash flow yield = free cash flow per share / stock price 


Personally, we prefer the free cash flow yield as free cash flow is more robust than earnings. 


Do you want to learn more about free cash flow? Take a look at this article: What you need to know about 
free cash flow. 
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Always buy stocks at a discount 


When you go to the mall, you like to buy your favorite products on sale. 


Are you able to buy the toothpaste you always use at a 30% discount? Or is there a special action on your 
favorite beer? That’s lovely. Let’s buy some extra toothpaste and beer. 


The same goes for stocks. You want to buy a stock at its cheapest possible price and valuation. 


The beautiful thing about the stock market is that Mr. Market often acts as a Manic-Depressive. You can 
use this volatility to your advantage. 


For almost all stocks, the difference between the lowest and highest stock price in a certain year is 
larger than 50%. 


You don’t believe me? 


Let’s take S&P Global as an example again. The lowest stock price of the past 52 weeks was equal to $279 
while the highest stock price over the same period was equal to $450. A difference of 61%. 


Short term [ys] long term 


Over a one-year period, most stock price fluctuations are driven by changes in valuation. 
However, in the long run stock prices are driven by the evolution of the intrinsic value of a company. 


“In the short term the stock market behaves like a voting machine, but in the long term it acts as a weighing 
machine.” - Benjamin Graham 


This means that in the short term the valuation you pay for a company is very important while in the 
long term the rate at which a company can grow its earnings per share is the crucial factor. 


"If you bought the S&P 500 at a P/E of 5.3x in 1917, and sold it in 1999 at a P/E of 34x, your annual return 


would have been 11.6%. Only 2.3% p.a. came from the massive increase in P/E. The rest of your return 
came from the companies’ earnings and reinvestments." - Terry Smith 


How growth became value, and value didn’t 


You already learned that you want to buy stocks at cheap valuation levels. 
However, just because something is cheap doesn’t make it good value. 
In the stock market, it is never a good idea to buy a stock just because it looks cheap. 


Let’s get back to 2010 and take 2 examples. In 2010, S&P Global was trading at a P/E of 19.3 while 
General Electric was trading at a P/E of 15.3. 


Purely based on this information, you would say that General Electric is the more interesting investment 
because the company is valued more attractively. 


Well... things turned out quite differently. Since 2010 S&P Global’s stock price increased with more 
than 2100% while General Electric’s stock only increased with 100%. 
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The reason for this? When looking at the valuation of a company, you should always take other factors 
into account. Think about the Return On Invested Capital (ROIC) for example. 


It can be justified to pay a higher multiple for a stock when the company is fundamentally healthier. 


In our example, we notice that S&P Global is the better company by far. From 2010 until today, S&P 
Global reported an average ROIC of 27.4% compared to only 2.2% for General Electric. 


“It's far better to buy a wonderful company at a fair price than a fair company at a wonderful price.” - 
Warren Buffett 


Another CRUCIAL factor is how the company can grow its earnings per share in the future. 


Why? Because the valuation of a stock will come down when the company is able to grow its earnings 
per share. 


The importance of growth 


Let’s say we have two companies: Dividend Inc. and Quality Inc. You buy both companies today and 
you'll sell them in 10 years from now. 


e Dividend Inc.: 
o Stock price: $150 
o P/Eratio: 15x 
o Earnings per share in year 0: $10 
o Earnings per share growth for the next 10 years: 5% 
o P/Eratio in year 10 when you sell the stock 15x 
e Quality Inc.: 
o Stock price: $300 
P/E ratio: 30x 
Earnings per share in year 0: $10 
Earnings per share growth for the next 10 years: 15% 
P/E ratio in year 10 when you sell the stock 20x 


Oo O O O 


In this example, the evolution of the Earnings Per Share (EPS) of both companies will look as follows: 


Dividend Inc. Quality Inc. 


EPS Year 0 $10.00 $10.00 
EPS Year 1 $10.50 $11.50 
EPS Year 2 $11.03 $13.23 
EPS Year 3 $11.58 $15.21 
EPS Year 4 $12.16 $17.49 
EPS Year 5 $12.76 $20.11 
EPS Year 6 $13.40 $23.13 
EPS Year 7 $14.07 $26.60 
EPS Year 8 $14.77 $30.59 
EPS Year 9 $15.51 $35.18 
EPS Year 10 $16.29 $40.46 
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When you would sell Dividend Inc. in 10 years from now, the stock price will be equal to: 


Stock price = Earnings per share in year 10 * P/E ratio in year 10 
Stock price Dividend Inc. in year 10 = $16.29 * 15 = $244.35 


As a result, your return would be equal to: 


Return = (selling price - initial price)/initial price 
Return = ($244.35 - $150) / $150 = 62.9% 


An investment in Dividend Inc. would return you 62.9% over a period of 10 years, or a CAGR of 5% per 
year. 


Please notice that the CAGR of 5% is exactly equal to the earnings per share growth of Dividend Inc. When 
the valuation of a company remains equal, your return as an investor will be equal to the earnings per 
share growth (plus the dividend yield - more on this later). 


On the other hand, the situation of Quality Inc. looks as follows: 


Stock price = Earnings per share in year 10 * P/E ratio in year 10 
Stock price Quality Inc. in year 10 = $40.46 * 20 = $809.2 


Return = (selling price - initial price)/initial price 
Return = ($809.2 - $300) / $300 = 169.7% 


An investment in Quality Inc would return you 169.7% over a 10-year period %. This is equal to a CAGR of 
10.4%! 


This means that even when you paid a valuation twice as high for Quality Inc. compared to Dividend 
Inc, an investment in Quality Inc. would return you twice as much as one in Dividend Inc.! 


And this all happened while Quality Inc.’s P/E ratio declined from 30x to 20x while the valuation of 
Dividend Inc. remained constant. 


The key lesson? Cheap looking stocks can turn out to be very expensive while expensive looking stocks 
can turn out to be very cheap. 


Not convinced yet? Here is another example of quality maestro Terry Smith: 


Fundsmith 
Buy good companies 
How growth became value and value didn’t oe naig 7 
Entry price — Multiple of Entry price as 
January 2nd Trailing EPS trailing EPS LTM multiple of 
Stock 2015 at entry price at entry EPS LTM EPS 
Deutsche Bank E22.54 E1.17 19x E0.07 322x 
Exxon $92.83 $7.60 12x ($5.25) (18x) 
GE $24.09 $1.50 16x $0.58 42x 
IBM $162.06 $15.59 10x $6.13 26x 
Shell 2168p 143p 15x (217p) (10x) 
Entry price — Multiple of Entry price as 
January 2nd Trailing EPS trailing EPS LTM multiple of 
Stock 2015 at entry price at entry EPS LTM EPS 
Adobe $72.34 $0.53 136x $10.83 7x 
Amazon $308.52 ($0.52) (593x) $41.83 7x 
Facebook $78.45 $1.10 71x $10.09 8x 
Netflix $49.85 $0.09 554x $6.08 8x 


PayPal $40.47" $0.46 88x $3.54 11x 
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Your expected return 


The best investors are able to think on the long term. 
Do you want to achieve this? 
Print the formula below and take a look at it on a regular basis: 


Your expected yearly return = FCF per share growth + shareholder yield +/- multiple expansion (multiple 
contraction) 


Shareholder yield= dividend yield + buyback yield 

Let’s use S&P Global as an example again. We use the following assumptions: 
e FCF per share growth for the next 10 years: 10% 
e Shareholder yield: 1.5% 
e S&P Global’s P/E to contract from 32.5 to 25 over the next 10 years 

In that case your return for the next 10 years will be equal to: 

Yearly return = 10% + 1.5% - 2.3% =9.2% 

Total multiple contraction of 23% over 10 years = 2.3% per year 


Are you happy if you would generate a return of 9.2% per year? 


In that case, you should consider investing in S&P Global. If not, you should look for most interesting 
opportunities. 


Conclusion 


That’s it for today. Here’s the conclusion for today’s article: 


e The essence of every intelligent form of investing is to buy stocks for less than what they’re worth 

e Inthe short term stock prices are driven by fluctuations in valuation |Vs| In the long term stock prices 
follow the evolution of the intrinsic value 

e Just because something is cheap doesn’t make it good value. 

e Always take factors like the ROIC and expected growth into account when looking at the valuation 
of a company 

e Your return as an investor = FCF per share growth + buyback yield +/- multiple expansion (multiple 
contraction) 
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How to value stocks like a professional 


Never use complex formulas 


Many investment professionals try to determine the fair value of a company to two decimal places. 


This is complete nonsense as there are so much assumptions you must make to determine the intrinsic 
value of a company. 


You don’t believe me? Don’t take my word for it: 
“Tt is better to be roughly right than precisely wrong.” - John Maynard Keynes 


“Some of the worst business decisions I’ve seen came with detailed analysis. The higher math was false 
precision. They do that in business schools, because they’ ve got to do something.” - Charlie Munger. 


Here’s what Charlie Munger has to say about valuing companies: 


“I can’t give you a formulaic approach, because I don’t use one. And I just mix all 
the factors and if the gap between value and price is not attractive, I go on to something 
else. And sometimes it’s just quantitative. For instance, when Costco was selling for 12 or 13 
times earnings, I thought that was a ridiculously low value just because the competitive 
strength of the business was so great and it was so likely to keep doing better 
and better. But I can't reduce that to a formula for you. I liked the cheap real estate, I 
liked the competitive position, I liked the personnel system—I liked everything 
about it. And I thought even though its three times book or whatever it was then, that it’s 
worth more. But that’s not a formula. If you want a formula, you should go back to 


graduate school. They'll give you lots of formulas that won't work.” Charlie Munger 


So now you know that you shouldn’t use complex formulas to determine the fair value of a company. 


But how can you know whether a stock is cheap or expensive? 


The fair value of a company 


Let’s start with a very simple example. 


When a company would be able to grow at the same rate forever, the value of the company can be calculated 
as follows: 


Value of the company = Free cash flow per share in year 0 / (expected return - yearly growth rate FCF) 
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An example will make everything more clear. 
Let’s say that a company called Quality Inc. has the following characteristics: 
e Free cash flow per share: $10 
e Yearly FCF per share growth: 8% 
e Expected return: 10% 
o This is the return you want to achieve as an investor 


In this example, the fair value of Quality Inc. is equal to: 


Value of the company = FCF per share in year 0 / (expected return - yearly growth rate FCF) 
Value of the company = $10/ (10% - 8%) = $500 


So now you know that the fair value of Quality Inc. is equal to $500. 


This means that you will generate a yearly return of 10% as an investor when you buy Quality Inc. 
for $500. 


As areminder: we used 10% as our expected return in this example. 


Always revert 


Charlie Munger says that if you want to solve a complex problem, you should always revert. 


Instead of calculating the intrinsic value of a company yourself, you can also look at the expectations 
which are implied in the stock price. 


After that, you can determine whether these expectations are realistic. 
Yearly growth rate implied in the stock price 
Let’s say that Quality Inc. is trading at a stock price of $400 today. 


The company’s FCF per share is still equal to $10 and you still want to achieve a return of 10% per year as 
an investor. 


As a reminder, this was the formula to calculate the fair value of a company: 
Value of the company = FCF per share in year 0 / (expected return - yearly growth rate FCF) 


From this formula, you can also calculate which growth rate of the FCF per share is implied in the current 
stock price: 


Yearly growth rate FCF = Expected return - (FCF per share in year 0 / Value of the company) 
Yearly growth rate FCF = 10% - ($10/$400) = 7.5% 


At a stock price of $400, the market expects that Quality Inc. should be able to grow its FCF per share with 
71.5%. 


This means that when you think Quality Inc. can grow its FCF per share with more than 7.5% per 
year, the stock is undervalued. 
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Yearly return for shareholders implied in the stock price 


You can use the same formula to calculate your expected return as a shareholder. 


Let’s say that Quality Inc. still trades at $400, has a FCF per share of $10 and can grow its FCF per share 
with 8% per year into perpetuity: 


Expected return = Yearly growth rate FCF + (FCF per share in year 0 / Value of the company) 
Expected return = 8% + ($10/$400) = 10.5% 


This means that you would generate a return of 10.5% per year if you would buy Quality Inc. for 
$400. 


Would you be happy with a yearly return of 10.5%? In that case you should consider buying Quality Inc. 


Reverse DCF 


In practice, there is no company that can grow its FCF per share at the same rate forever. 


That’s why the examples used above are good to get a first grasp about a company, but shouldn’t be used to 
base your investment decisions on. 


Please note that this section will be a bit more complex. Don’t worry if you don’t understand everything completely 
after you’ve read it for the first time. 


How to calculate the intrinsic value of a company 
Do you know how to calculate the intrinsic value of a company? 


The intrinsic value of EVERY company is equal to the present value of all cash the company will 
generate over its remaining lifetime. 


Let’s say that Quality Inc. will still exist for 10 years and will shut down its operations after that. Over these 
10 years, Quality Inc. will generate $15 in free cash flow per year. 


In this example, the intrinsic value of the company is equal to the discounted value of $150 ($15*10). 


It’s important to take the discounted value because $15 in 10 years from now is worth less than $15 today. 
Why? Because inflation reduces your purchasing power. 


If we use a discount rate of 10% (the yearly return we want to generate as an investor), the calculation of the 
intrinsic value of Quality Inc. looks as follows: 


Value free cash flow 1 2 3 4 5 6 7 s 9 10 
Free cash flow $ 15,00 $ 15,00 | $ 15,00 $ 15,00 $ 15,00 | $ 15,00 $ 15,00 $ 15,00 $ 15,00 $ 15,00 
Growth 0,00% 0,00% 0,00% 0,00% 0,00% 0,00% 0,00% 0,00% 0,00% 
Discounted free cash flow 1 2 3 4 5 6 7 8 9 w 
Free cash flow $ 15,00 $ 15,00 $ 15,00 $ 15,00 $ 15,00 $ 15,00 $ 15,00 $ 15,00 $ 15,00 $ 15,00 
Present value $ 13,64 $ 12,40 $ 11,27 $ 10,25 $ 9,31 $ 8,47 $ 770 $ 7,00 $ 6,36 $ 5,78 
Intrinsic value per share $ 92,2 
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In this example, the intrinsic value of Quality Inc is equal to $92.2. 


This means that when you can buy Quality Inc. for $92.2 or less, you will generate a return of at least 
10% per year. 


* To look at the calculations of the intrinsic value per share, please look at the Excel attached to this article. You need 
to discount the free cash flow of every year at the discount rate. 


Present value of free cash flow = free cash flow / (1+discount rate)*number of years. In our example we used a 


discount rate of 10%. This means that in year 8 the present value of the free cash flow is equal to: $15/(1+10%)8 = 
$7.00 


How to execute a reverse DCF 


A reverse DCF is one of the best ways to value a company. 


With a reverse DCF, you calculate how much growth the stock price has priced in. You compare this 
growth rate with your own expectations to determine whether the company is undervalued. 


In this section we’ll use 2 examples to make this concept more clear. 


I would recommend you to open the Excel right away and make the calculations yourself. The best 
way to learn something new is by doing it yourself. 


You can also use this Excel to make your own calculations for other companies. 


Excel sheet: reverse DCF 


To execute a reverse DCF, you need the following data: 


e The current stock price 
e Total shares outstanding 
e Perpetuity growth rate 
o This is the growth rate of the free cash flow after year 10. This number should be in line with 
GDP growth. We use 3,5% 
e Discount rate 
o The discount rate can be used as a proxy for your expected return 
e Free cash flow in year 1 


We will use Apple as an example to make everything more clear. Via the Excel, you can do all the 
calculations yourself: 


e Current stock price: $172 
e Total shares outstanding: 16.2 billion 
o You can find the total shares outstanding on free websites like Stratosphere 
e Perpetuity growth rate: 3.5% 
e Discount rate: 9% (your expected return as an investor) 
e Free cash flow in year 1: $111.43 billion 
o You can find the total shares outstanding on free websites like Stratosphere 
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Here’s how the input looks like in the Excel sheet: 


Current stock price 
Shares outstanding (million) 
Perpetuity growth rate 


The current stock price of the company 

The current shares outstanding of the company 

The growth rate at which the stock will grow after year 10 
Desired return (discount rate) Your required return as an investor 

Free cash flow in year 1 (million $) The free cash flow of the company this year 

* Make sure that the shares outstanding and free cash flow in year 0 use the same multiple (thousands, millions, billions, ...) 


Now there is only one more data point you need: the implied growth rate of the free cash flow between 
year 1-10. 


But how can you know this growth rate? Well... It’s pretty easy. 


You just need to play with this number a bit until the intrinsic value per share (cell C34) is more or 
less equal to the current stock price (cell C5): 


e Free cash flow per share growth between year | and 10 is 5% 
o Intrinsic value = $138.5 (Upside/Downside = -19.5%) 

e Free cash flow per share growth between year | and 10 is 10% 
o Intrinsic value = $194.7 (Upside/Downside = 13.2%) 


Now you know that the market is expecting that Apple’s free cash flow will grow more than 5% per 
year and less than 10% per year over the next 10 years. 


After playing around a bit, we find that when Apple’s free cash flow will grow with 8.5% per year over the 
next 10 years, the intrinsic value per share is equal to $175.8. This is more or less equal to the current stock 
price of $172. 


This means that Apple should be able to grow its free cash flow per share with 8,5% per year over the 
next 10 years to generate a return of 9% per year for you as an investor. 


Do you believe that Apple can grow its FCF with at least 8.5% per year over the next 10 years and are you 
happy with a return of 9% per year? 


In that case, Apple might be an interesting investment for you. If not, you should look for other 
investment opportunities. 


Reverse DCF 


Current stock price 
Shares outstanding (million) 
Perpetuity growth rate 


The current stock price of the company 

The current shares outstanding of the company 

The growth rate at which the stock will grow after year 10 
Desired return (discount rate) Your required return as an investor 

Free cash flow in year 1 (million $) The free cash flow of the company this year 

* Make sure that the shares outstanding and free cash flow in year 0 use the same multiple (thousands, millions, billions, ...) 


Growth rate year 1-10 E growth rate between year 1 and 10 to justify the current stock price 
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1 2 3 4 5 6 7 8 9 10 


Free cash flow $ 111,43 $ 120,90 $ 131,18 $ 142,33 $ 154,43 $ 167,55 $ 181,79 $ 197,25 $ 214,01 $ 232,20 

Growth 8,50% 8,50% 8,50% 8,50% 8,50% 8,50% 8,50% 8,50% 8,50% 
Discounted free cash flow 1 2 3 a 5 6 7 8 o w 

Free cash flow $ 111,43 $ 120,90 $ 131,18 $ 142,33 $ 154,43 $ 167,55 $ 181,79 $ 197,25 $ 214,01 $ 232,20 Sum FCFs 
Present value $ 102,23 | $ 101,76 | $ 101,29 $ 100,83 $ 100,37 $ 99,91 $ 99,45 $ 98,99 $ 98,54 $ 98,09 $1001,45 
Perpetuity value $ 4369,66 

Disocunted Perpetuity value $ 1 845,79 

Total equity value $ 2847,24 


Intrinsic value i share $ 175,76 


One final example 


Did the above sound a bit complex? No worries. Let’s do one more example together. 
Now we’ll use Alphabet as an example: 


e Current stock price: $120 

e Total shares outstanding: 13.06 billion 
o Found via Stratosphere 

e Perpetuity growth rate: 3.5% 

e Discount rate: 9% (our expected return) 

e Free cash flow in year 1: $60.01 billion 
o Found via Stratosphere 


Our input in Excel now looks like this: 


Reverse DCF 


The current stock price of the company 

The current shares outstanding of the company 

The growth rate at which the stock will grow after year 10 
Your required return as an investor 

The free cash flow of the company this year 


Current stock price 
Shares outstanding 
Perpetuity growth rate 
Desired return (discount rate) 
Free cash flow in year 1 


The only thing you still need to do is find the growth rate of the free cash flow for the next 10 years (cell 
C12 in Excel) to get to an upside/downside potential of more or less 0% (cell C35 in Excel). 


After playing around with the numbers a bit (try 1%, 3%, 5%, ...) we find that Alphabet should grow its 
FCF with 9% per year over the next 10 years in order to generate a return of 9% for you as a 
shareholder: 
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The current stock price of the company 

The current shares outstanding of the company 

The growth rate at which the stock will grow after year 10 
Your required return as an investor 

The free cash flow of the company this year 


Current stock price 
Shares outstanding 
Perpetuity growth rate 
Desired return (discount rate) 
Free cash flow in year 1 


Growth rate year 1-10 ae growth rate between year 1 and 10 to justify the current stock price 


Free cash flow $ 60,01 $ 65,41 $ 71,30 $ 77,71 $ 84,71 $ 92,33 $ 100,64 $ 109,70 $ 119,57 $ 130,34 

Growth 9,00% 9,00% 9,00% 9,00% 9,00% 9,00% 9,00% 9,00% 9,00% 
Discountedtree cashflow = 1 2 3 4 5 6 7 s 9s w 

Free cash flow $ 60,01 $ 65,41 $ 71,30 $ 77,71 | $ 84,71 $ 92,33 $ 100,64 $ 109,70 $ 119,57 $ 130,34 Sum FCFs 
Present value $ 55,06 $ 55,06 $ 55,06 $ 55,06 $ 55,06 $ 55,06 $ 55,06 $ 55,06 $ 55,06 $ 55,06 $ 550,55 
Perpetuity value $ 2452,67 

Disocunted Perpetuity value $ 1 036,04 

Total equity value $ 1586,59 


Intrinsic value Ta share $ 121,48 


If you think these assumptions are realistic and you are happy with a yearly return of 9%, you can 
consider buying Alphabet. If not, you should look for other investment opportunities. 


Conclusion 


That’s it for today. If you still have questions after reading this article, just send me an email. 


e A reverse DCF is the best way to value a company 

e You shouldn’t use complex formulas to determine the fair value of a company 

e A reverse DCF shows you how much growth the stock price has priced in. You compare this 
growth rate with your own expectations to determine whether the company is undervalued 

e You can open and download the Excel attached in this article to calculate the implied growth in 
the stock prices of the companies you own 


Excel sheet: reverse DCF 
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My best investment ever 


Investing is a beautiful intellectual game. 


In today’s article, I’ll share a personal story for the first time ever. It feels a bit uncomfortable for me to do 
this, but I truly hope that you appreciate this openness. 


It’s about the best investment I ever made and what you can learn from this. 


"SOMEONE'S SITTING 
IN THE SHADE TODAY 
BECAUSE SOMEONE 
PLANTED A TREE A 
LONG TIME AGO" 


Cn. E Lf fee 


How it all started 


I’ve always been interested in stocks. I never liked to spend money and saved as much as I possibly could 
when I was young. 


As a kid, I used to do vacation work like restocking store shelves and sorting candy on an assembly line in a 
local factory (confession: I ate some candy too). 


While I have a lot of respect for the people who do these jobs, I never really liked it. To be completely 
honest with you, I absolutely detested it. 


But things changed soon. 


When I was 13 years old, on a nice summer evening, someone told me about the stock market. Say what?! 
You could actually make money without having to work for it? 


This was one of the most beautiful things I had ever heard. I remember the conversation as yesterday as 
it sparked a light in me. My passion for investing was born on that summer evening. 
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Did you know that both Charlie Munger and Warren Buffett used to work in the grocery store of Warren Buffett’s 
grandfather when they were young? 


The day after the conversation, I set up a brokerage account (via my parents as you aren’t allowed to 
invest in stocks under age 18). 


After a few days, the account was set up and I transferred the hard-earned money I earned that summer to 
my brokerage account. 


But there was only one small problem... 
... In which stock should I invest? I didn’t know anything about stocks. 


‘Luckily’ the broker I used had a top pick list and they recently added a new company to this list. It was a 
local company active in the production, storage, supply and transportation of oil and gas. 


The people who managed the top pick list were so-called experts. 

They should know what they were doing right? 

So I blindly followed them and bought that specific company with all the money I earned that summer. 
After 1 year I sold the stock... 

... with a loss of 60%. 

And you know what? It’s the best investment I’ve ever made. 


My worst investment ever has become my best investment ever and you'll soon find out why. 
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Educate yourself 


After selling my first investment (which was very painful), I could beat myself up. 
How could I be so stupid? 
When something like this happens to you, you can do two things: 


1. You conclude investing isn’t something for you and you give up 
2. You promise yourself to never make the same mistake again and educate yourself 


I decided to choose the latter. 
From that point in time, I became completely obsessed with the stock market. 
Starting from age 14, I did the following: 

e Read all financial newspapers every morning 

e Read at least 1 finance/investing book every 1-2 weeks 


e Listen to podcasts for about 10 hours per week 


My ex-girlfriend once said to me that I loved the stock market and books more than I loved her. She was 
probably right as we broke up a few months later. 


What you can learn from this? 


Making many investment mistakes at the beginning of your investment journey is probably the best 
thing that can happen to you. 


It’s way better to make a mistake with $1,000 than making a mistake with $100,000. 


Failures are part of life. If you’ve never failed, you’ve probably never tried anything new. 


Created by Compounding Quality (@ Qcompounding) 


The life of optimistic investors is beautiful in that sense. If you make a good investment decision, you 
make money and if you make bad decision, you’ll learn something new. 


As Thomas Edison beautifully said: “I have not failed. P’ve just found 10,000 ways that won’t work.” 


FAMOUS FAILURES 


Failed in business 
three times and 
failed campaigning 
seven times prior to 
becoming President 
of the United States 


Bill Gates was a 
Harvard University 
dropout and his first 
business, Traf-O-Data, 
was a failure. 


She had a rough and abusive 
childhood and was fired from her 
job as a reporter because she 
was “unfit for TV. 


Fired from a newspaper for 
"lacking imagination" and 
having "no original ideas". 


Stephen King's first book, 


Carrie was rejected 30 
times. He proceeded to 
throw it in the trash. 


He did not speak until he 

was four years old. His 

parents thought he was æ 3 
“sub-normal."He was %7 
expelled from school andi, 
his teachers described ” \ # 
him as "mentally slow,” ` 


Thomas Edison's 
teachers told him 
he was "too stupid 
to learn anything." 
& 
sf 
www.TheQuotes.Net 


Rejected by Decca Recodring studios, 
who said "we don't like their sound” 
“They have no future in show business" 


Henry Ford was a failure 
at three businesses 
before finally succeeding 
with Ford Motor 
Company at age 53. 


(Y 


Soichiro Honda was passed over for 
an engineering job at Toyota and left 
unemployed. 


|| www.TheQuotes.Net 


Michael Jordan was cut 
from his high school 
basketball team for a 
“lack of skill.” 


At 30 years old he was 
left devastated and 
depressed after being 
unceremonoiusly 
removed from the 
company he started. 


Marilyn Monroe was 
dropped by 20th 
Century-Fox after one 
year because her 
producer told that she 
wasn't pretty or y 
talented enough to be g 
an actress. 3 


Colonel Hardland David 
Sanders (KFC) couldn't 
sell his chicken.More 
than 1,000 restaurants 
rejected him. 


J.K. Rowling was 
unemployed, divorced 
and raising a daughter 
on social security while 

writing the first Harry 
Potter novel. Her novel 
“Harry Potter” was 
rejected by 12 
publishing houses. 


IF YOU YOU HAVE NEVER FAILED 


YOU'VE NEVER TRIED ANYTHING NEW 


Source: www.thequotes.net 
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Lessons learned 


While it’s good to learn from your own mistakes, it’s even better to learn from other people’s 
mistakes. 


You don’t need to pee on an electric fence yourself to know that it’s a stupid idea. 


Here are some things I learned from my first investment: 

Diversify 

This is especially important when you don’t have much investment experience. 

When you are new to the investment world, don’t invest all your money in one stock like I did. 


Always invest across different geographies and industries. 


Owning 15-25 stocks is a good rule of thumb. 


Diversification: total portfolio risk as a function of number of stocks held (%) 
ag _Slandard deviation (%) 


Ñ Total porfobo nsk 


Market risk 


10 - F m = = m = = . a = fe 
i 10 19 22 37 48 55 64 73 22 91 100 


Number of stocks 


Source Dresdner Kleinwort Macro research 


Make your own homework 


You can borrow someone’s idea, but you can’t borrow their conviction. 

Every investor is unique and has its own financial goals. Invest accordingly. 
Be aware of the fact that Wall Street has its own commercial agenda. 

Most professional investors underperform the market. 


As Charlie Munger once said: “Show me the incentive and I’Il show you the outcome.” 
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Focus on great companies 


The first stock I ever bought was a cyclical company active in oil and gas. 


Cyclical companies are very hard to invest in as your timing needs to be exactly right. Instead, focus on 
buying great companies at a fair price. 


Great companies are characterized as follows: 


e Sustainable competitive advantage 

e Integer management (skin in the game) 
e Low capital intensity 

e Great capital allocation 

e High profitability 

e Active in a secular trend 


You can find the core of my investment philosophy here: My Quality Investment Philosophy. 


Display 1: Companies with a high ROIC have 
outperformed over time 


Cumulative sector-relative perfor 


-60% 4 


-80% i 
1/99 1/01 11/03 1/05 1/07 1/09 nm 1⁄3 3⁄5 


— Highest 25% CROCI performance =~ Lowest 25% CROCI performance 


Source: Goldman Sachs Research Estimates, Quantum database. Data as at March 
31, 2015. Data shown is the performance of the share price of the highest 25% of 
companies in terms of ROIC as compared to the lowest 25% of companies. Companies 
are sourced from the MSCI Europe Index. Past performance is not a guarantee of 
future performance. 


Investing is a beautiful intellectual game 


Investing is a beautiful intellectual game. 

There never is a boring day and you become wiser every single day. 
Just like wealth, knowledge compounds too. 

That’s also why you should read as much as you possible can. 
Read about various topics: finance, philosophy, relationships, health, 
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“Develop into a lifelong self-learner through voracious reading; cultivate curiosity and strive to become a 
little wiser every day.” - Charlie Munger 


I insist on a lot of time being spent, almost every day, to just sit and think. That is very uncommon in 
American business. I read and think. So I do more reading and thinking, and make less impulse decisions 
than most people in business.” - Warren Buffett 


In the case of good books, 
= the point is not to see how 
many of them you can get 
through, but rather how mang 
can get through to you. 


-Mortimer J. Adier 


Learn more at 
SpiritualCleansing.Org gi 
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Strategies that outperform the market 


Size matters 


In general, small cap stocks perform better than large cap stocks due to the law of large numbers. 


Small cap stocks outperformed large cap stocks on average by 3,56% (!) per year between 1927 and 2009. 


TABLE 5. DECILE ADDENDUM 1 
Summary Results for Market-Cap Decile Analysis of All Stocks Universe, January 1, 1927, to December 31, 2009 


Compound Standard J 

Decile $10,000 Grows to Average return return deviation Sharpe ratio 

1 (Highest) $11,162,862 10.66% 8.82% 18.38% 0.21 

2 $20,681,325 11.62% 9.63% 18.97% 0.24 

3 $41,423,439 12.86% 10.56% 20.47% 0.27 

4 $28,334,148 12.65% 10.05% 21.70% 0.23 

5 $34,882,681 12.93% 10.33% 21.74% 0.25 

6 $31,350,515 12.97% 10.19% 22.48% 0.23 

7 $53,556,520 13.63% 10.90% 22.16% 0.27 

8 $41,671,384 13.46% 10.56% 22.97% 0.24 

9 $43,506,827 13.74% 10.62% 23.74% 0.24 
10 (Lowest) $55,516,858 14.22% 10.95% 24.36% 0.24 
All Stocks $38,542,780 13.06% 10.46% 21.67% 0.25 
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Valuation matters too 


Price-to-sales ratio 


The cheaper you can buy a stock, the better. 


When you would have bought the cheapest companies based on the price-to-sales ratio, you achieved an 
annual return of 14.22% compared to 11.22% for the general market. This is an annual outperformance of 
3% per year. 


Buying the cheapest stocks based on this simple valuation metric seemed to have worked in the past if 
you executed it consistently. 
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Price-to-earnings ratio 


Between 1927 and 2009, it was a better strategy to buy stocks based on the cheapest P/E compared to the 
P/S ratio. 


Investors who used this strategy outperformed the market by more than 5% per year, achieving an 
annual return of 16.3%. 


This strategy outperformed the market in 76% of all the single-year periods and in 99% (!) of all 10-year 
periods. 
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The best valuation factors 


In the picture below, you can find which valuation factors performed well between 1964 and 2019. 


A low EV/EBITDA seemed to have worked the best as your $10.000 would have turned into more than 
$11.6 million (!) over the studied period: 
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Combination of value factors 
However, if you further want to improve your performance, you should combine different value factors. 


When you bought the cheapest stocks based on a combination of the P/E, P/B, EBITDA/EV, P/S and P/CF, 
you would have achieved a yearly return of 17.2% (!) per year between 1964 and 2009. 


This is a yearly outperformance of almost 6%! 


TABLE 15.1 
Summary Return and Risk Results for Annual Data: Al i 
ry acids All Stocks VC1 Decile 1 and All Stocks, January 1, 1964 to 
CE  ————————— eee 
All Stocks VC 1 decile 1 All Stocks 
Arithmetic average 19.09% 13.26% 
Geometric average 17.18% 11.22% 
Median return 23.52% 17.16% 
Standard deviation 18.09% 18.99% 
Upside deviation 11.77% 10.98% 
Downside deviation 13.50% 13.90% 
Tracking error 7.50 0.00 
Number of positive periods 363 329 
Number of negative periods 189 223 
Maximum peak-to-trough decline -57.78% -55.54% 
Beta 0.88 1.00 
(continued on next page) 
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High dividend stocks do NOT outperform 


Investing in high dividend yield stock does NOT work as it only slightly outperformed the market between 
1927 and 2009. 


When you want to invest in dividends stocks, don’t focus on dividend yield. Focus on dividend aristocrats 
(stocks with more than 25 years of consecutive dividend increases) with a durable payout ratio. 
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Free cash flow is king 


Companies with the lowest accruals-to-price (where most earnings are translated into free cash flow) 
outperformed companies with the highest accruals-to-price (where there was a huge difference between 
earnings and free cash flow) with 5.3% per year. 


Earnings are an opinion. Cash is a fact. Focus on free cash flow. 


The healthier balance sheet, the better 


Quality investors invest in companies with a healthy balance sheet. 


In his book, O’Shaugnessey concludes that companies with the highest cash flow to debt (healthiest 
balance sheet) outperformed companies with the least healthy balance sheet with 8.0% (!) per year. 


1 (highest) 
ie 


10 (lowest) 
All Stocks 
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Don’t look at profit margins alone 


When you would have just bought the companies with the highest profit margin, you would have 
underperformed the market. 


This underlines why the competitive advantage (moat) is so important. When a company has a high 
profit margin but no moat, rivals will enter the market and reversion to the mean takes place. 
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Return On Equity (ROE) doesn’t work either 


Good capital allocation is very important for investors. 


When you would have bought the stocks with the highest Return on Equity (ROE), you would have only 
slightly outperformed the market by 1.07% per year. 


However, in general it is a very good idea to combine good capital allocation metrics with a high 
profitability. 
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Momentum works great 


In the short term, what goes up tends to keep going up and what goes down tends to keep going down. 


A momentum-based strategy would have generated a return of 14.11% (!) per year over the studied 
period. This is an annual performance of 3.6% per year. 


Created by Compounding Quality (@Qcompounding) 


Golden egg: momentum + value 


Do you want to further increase your returns? Buying the cheapest stocks with the best momentum has 
worked the best over the studied period. 


This strategy (Trending Value) achieved an annual return of 23.04% (!) per year between 1964 and 
2009. This is an annual outperformance of 10% (!) per year compared to the market. 
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Consistency is key 


There are a lot of strategies that outperform the market. In general, it is important to note that you should 
stick to the strategy that suits you as an investor. 


By definition, every active strategy will underperform the market from time to time. Discipline and 
consistency are key. Keep faith to your strategy and you’ll end up fine. Investing is a marathon, not a 
sprint. 


CONSISTENCY 


SLA 


INTENSITY 
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Are markets efficient? 


What is the Efficient Market Theory (EMH)? 


Imagine that you are a 7-year old and that you and your friends like to trade toys. 
You like to buy toys for cheap and sell them for a higher price. 


However, in a perfect efficient market all your friends as well as yourself already know how much each 
toy is worth. 


As a result, it’s impossible to buy a toy for a very low price and sell it for a higher price because 
everyone knows how valuable each toy is. 


The above is exactly what believers in the efficient market theory (EMH) state. 
They say that investing in individual stocks doesn’t make sense as every stock is priced efficiently. 
In general, there are 3 types of the Efficient Market Theory: 


e Weak form: Prices of assets already include all information from past trading data like past prices 
and trading volumes 
o Result: Technical analysis doesn’t add value for investors 
e Semi-strong form: Prices of assets not only include all information from past trading data but also 
all public available information 
o Result: Technical analysis nor fundamental analysis adds value for investors 
e Strong form: All information, whether it's publicly available or private, is already incorporated into 
the asset's price 
o Result: It’s impossible to outperform the market. Even if you have access to insider 
information 
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Three Forms Of Market Efficiency 


Financial asset (stock) prices incorporate all 


historical information into current prices. 


Past stock price changes cannot help you 
predict future price changes. 


Stock prices incorporate all publicly available 
information (historical and current). 


Semi-strong 


Information in an SEC filing is incorporated into 


Form 
a stock price as soon as it is made public. 


Stock prices incorporate all information, 
private as well as public. 


Prices react as soon as new information is 
generated. 


Source: https://slideplayer.com/slide/9245906/ 


Should I invest in individual stocks? 


Let’s be honest with each other. Most investors don’t outperform the market. 


A study of JP Morgan found that while the S&P500 returned 9.5% per year over the past 20 years, the 
return of the average investor was equal to only 3.6% per year. 


20-year annualized returns by asset class (2002 — 2021) 
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Source: JP Morgan 
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If the above is correct, shouldn’t you just buy an index fund? 


While it might make a lot of sense for some people to invest solely in index funds, I am 100% convinced 
that you can outperform the market with 3-5% per year if you use a sound investment strategy. 


Just look at the performance of this investable universe full of quality: 


Compounding Quality @ 
w) 


@QCompounding 


Here’s the performance of my investable universe. 


Since 2011, the investable universe (Compounding Quality) increased 
with 1100% (!) compared to 184% for the MSCI World. 


11) Vi.. ~ 19 Acti...» 13 Setti.. v 4) Trade Simul.. ~ 15) Worksp.. Portfolio & Risk Analytics 
Intraday Holdings Characteristics VaR Scenarios Tracking Error/Volatility Performance Attribution 

Total Return 
1 6 


Percentage 


After reading the above I hope we can all agree that the Efficient Market Hypothesis in the strong form 
(outperforming the market is impossible) and the semi-strong form (no value is added via 
fundamental analysis) doesn’t make sense. 


You don’t believe me? Don’t take my word for it: 
“It’s crucial to understand that stocks often trade at truly foolish prices, both high and low. “Efficient” 
markets exist only in textbooks. In truth, marketable stocks and bonds are baffling, their behavior usually 


understandable only in retrospect.” - Warren Buffett 


"I really think that a lot of modern finance theory can only be described as disgusting." - Charlie Munger 


Created by Compounding Quality (@ Qcompounding) 


89 


The market can be irrational 


While markets are quite rational most of the time, there are times when the market loses its sense of 
reality. 


Here are some examples of euphoria: 


e At the height of the Tulip Mania, tulips sold for approximately 10,000 guilders, equal to the value of 
a mansion on the Amsterdam Grand Canal. 

e Inthe 1980s, Japanese stock and urban land values tripled. The Nikkei Index traded at 60x earnings. 
The index had a negative return for the next 30 (!) years. 

e During the Dotcom Bubble, there were 457 (!) tech IPOs. By 2002, all investors together lost more 
than $5 trillion. 
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Here are some examples of extreme fear: 


e After the Great Depression (1929), most stocks were trading under their book value. A lot of stocks 
even traded under their liquidation value 
o Nobody wanted to own stocks these days and this was one of the best times to buy them. 
Over the next decade, American stocks returned 250% 
e During the Financial Crisis, the S&P500 fell 56.8% from its peak 
o It seemed like the world would end during the financial crisis. Warren Buffett stated that this 
was the opportunity of a generation and the S&P500 has returned 563% since then 
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In general, the best time to buy stocks is when there’s blood running trough the streets. 


Compounding Quality @ @QCompounding - Jan 7 +e 
What if you invested in the S&P500 every time the US. news channel 
CNBC reported that the stock market was in turmoil? 


In that case... your average return after 1 year is equal to 40% with a win 
rate of 100%. 


5/6/2010 
5/7/2010 
5/9/2010 
6/4/2010 
8/4/2011 
8/7/2011 
8/8/2011 
8/9/2011 
8/10/2011 
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8/12/2011 
8/14/2011 
8/18/2011 
9/22/2011 
6/3/2012 
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8/24/2015 
8/25/2015 
8/26/2015 
9/1/2015 
1/18/2016 
2/5/2018 
2/8/2018 
10/11/2018 
10/24/2018 
12/27/2018 
8/5/2019 
8/14/2019 
2/24/2020 
2/25/2020 
2/26/2020 
2/27/2020 
2/28/2020 
3/1/2020 
3/2/2020 
3/3/2020 
3/4/2020 
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% Positive 1-Year Returns: 100% 


ww 
RR 


5/1/2020 
5/4/2020 
5/5/2020 
5/6/2020 


PERRGGISRARRRIEGISIIGEGS 


333 


6/3/2020 
6/4/2020 


~ORRREEESESSSSS TREE EES 
~PRRRFEESESSESSISISSS ESS 


SSSSSSRTERGASGRSESEERE ECS STE EY 


EFEFEF 


33333 


@ChariieBilello 


The main reason why markets aren’t fully rational 


The main reasons why the stock market isn’t fully efficient? 
Humans are not rational at all. 


e 80% of drivers think they drive better than average 
e 65% of Americans believe they are above average in intelligence 


Human irrationality creates periods of extreme fear and greed. 
Rational investors can benefit from this. 
Do the following to take advantage of Mr. Market: 
1. Define your financial goals and create a plan to achieve these goals 
2. Pick an investment strategy which matches your personal beliefs and stick to it rigorously 
o Make sure the strategy makes sense and has proven it’s success in the past 


o Here’s the Quality Investment Philosophy summarized: My Quality Investment Philosophy 
3. Keep learning and keep fine-tuning your strategy 
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“Despite the comfortable academic consensus of market efficiency, financial markets will never be 
efficient because markets are, and will always be, driven by human emotions: greed and fear.” - Seth 
Klarman 


“The efficient-market-believing professor takes a walk with a student. “Isn’t that a $10 bill lying on the 
ground” asks the student. “No, it can’t be a $10 bill,” answers the professor. “if it were, someone would 


have picked it up by now”. The professor walks away, and the student picks it up and has a beer.” - Howard 
Marks 


The Superinvestors of Graham-and-Doddsville 


Do you want to learn more about the Efficient Market Theory? 

In 1984, Warren Buffett wrote an article which challenged the idea that equity markets are efficient. 
He did this via a study of nine successful investment funds generating long-term returns which significantly 
outperformed the market. 


You can read it here: 


Graham-and-Doddsville article 


The Superinvestors 
of Graham-and-Doddsville 


By Warren E. Buffett 


“Superinvestor” Warren E. Buffett, who got an 
A+ from Ben Graham at Columbia in 1951, 
never stopped making the grade. He made his 
fortune using the principles of Graham & 
Dodd’s Security Analysis. Here, in celebration 
of the fiftieth anniversary of that classic text, he 
tracks the records of investors who stick to the 
coe ay and have gotten rich going by 
ok. 
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Foolish Wall Street 


What’s wrong with Wall Street 


Do you invest in Mutual Funds via your (local) bank? 
Know that almost no Professional Investor beats the S&P500 over time. 


Even for large funds managed by stock market professionals, 
stock picking is often a losing game. 


HERE’S HOW MANY 
OF THESE PROFESSIONALS 5 i 
YEAR 1 YEAR YEAR 5 YEAR 15 
could beat the S&P 500 
O, O, (s) O, 
— the major benchmark index — 37 %o 19 % 16 % 8 % 
over different time periods. 


Source: Next Gen Personal Finance 
More than 90% of all Professional Investors underperform the market. 
There is a lot wrong with Wall Street. 


It’s the main reason why I left my job as a Professional Investor. I want to help investors like you and 
genuinely do the right thing. 


In general, most investors would do way better with an ETF Portfolio or by managing their own 
investments. 


Your big advantage 


Peter Lynch wrote in his book ‘One Up on Wall Street’ that individual investors have big advantages 
over investment professionals. 


And he was completely right. 
Why? 
You have the ability to spot plenty of investment opportunities in your day-to-day life. 


Do you notice that the parking lot at a local factory is very well filled recently? Or that your daughter and all 
her friends want a certain toy? 


Take a look at these companies and find out whether they might be good investments. 


Philip Fisher called this the scuttlebutt technique. 
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It’s an investment technique where you gather information about a company by talking with different 
stakeholders (employees, customers, suppliers, competitors, ...). 


THE SCUTTLEBUTT TECHNIQUE 


Gather information about the Company from 


SUPPLIER EMPLOYEES 


CUSTOMER COMPETITION 


Source: Acumen (Power of insights) 


Foolish Wall Street 


Now let’s dive into what Professional Investors are doing wrong and what you can learn from this. 


1. Index hugging 


Most Fund Managers just copy an index. 
This means that the result you are getting as an investor is the return of the index less management fees. 


In other words: when your Fund Manager copies an index, you are mathematically certain to 
underperform. 


V Takeaway for you: If you want to outperform, you have to do something different. If you want to hug an 
index, just buy a low-cost index fund. 


“The greatest risk to most fund managers’ careers is not losing money for you or underperforming the index. 
It is in doing something different to their peers.” - Warren Buffett 


2. Short-term mindset 


Professional Investors focus on quarterly results. 


Many Professionals know exactly by how many cents a company missed analyst expectations, but they don’t 
even fully understand the business model of the companies they cover. 
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VY Takeaway for you: Think in quarter decades instead of quarters and always stay within your circle of 
competence. 


“If you are a long-term investor, you should own high-quality stocks and close your ears to those who say a 


rate rise will cause you problems. If you are not a long-term investor, I wonder what you are doing in the 
stock market at all, and so will you one day.” — Terry Smith 


3. Sound interesting > be interesting 


When I worked in the industry myself, I often had the feeling that it was way more important to 
sound interesting than to be interesting. 


In other words: buy hot stocks which look fundamentally very unhealthy but which allow you to tell an 
interesting story during roadshows and important client meetings. 


Y Takeaway for you: The best investors are willing to look like a fool from time to time. Focus on being 
interesting instead of to sound interesting. 


Become a Premium Partner 


Subscribe today and get $100 discount + $300 worth of Investment Tools. 


"Know wha 
you own, ` 


4. Trading too much 


At the company I worked for, there was a Fund Manager who traded equities for roughly $400 million per 
year. 
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The size of his fund? $100 million. 


This means he bought and sold all position within his fund 4 times per year or once every 3 months. 


“Calling someone who trades actively in the market an investor is like calling someone who repeatedly 
engages in one-night stands a romantic.” - Warren Buffett 


V Takeaway for you: Don’t trade too much. Fees and expenses harm your investment results. 


Compounding Quality @ @QCompounding - Jun 26, 2022 oe 
When Buffett would have managed Berkshire Hathaway as a hedge fund 
(2% ongoing charges and a performance fee of 20%), an investment of 
$1000 would have grown to $300k over 45 years. 


However, without those fees, your investment would be worth $4.3 million! 


Costs matter. 


© 12 td 90 Q 704 ili Ain 


5. Focusing on the news 


For Fund Managers, it’s way better for their reputation to fail conventionally than to succeed 
unconventionally. 


That’s why most Professional Investors suffer from herd behavior. 


VY Takeaway for you: Think contrarian. When the media is talking about market crashes, it’s usually a 
great time to invest and the other way around. 
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Compounding Quality @ @QCompounding - Jan 7 eee 
What if you invested in the S&P500 every time the US. news channel 
CNBC reported that the stock market was in turmoil? 


In that case... your average return after 1 year is equal to 40% with a win 
rate of 100%. 


1-Year Total 1-Year Total 1-Year Total 
Markets in S&P500 Forward Returns | Markets S&P500 Forward Returns | Markets S&P500 Forward Returns 
Turmoil Close Return Since |inTurmoil Close Return Since |inTurmoil Close Return Since 
5/6/2010 3/5/2020 
5/7/2010 3/6/2020 
5/9/2010 3/8/2020 
6/4/2010 3/9/2020 
8/4/2011 3/10/2020 
8/7/2011 3/11/2020 
8/8/2011 3/12/2020 
8/9/2011 3/13/2020 
8/10/2011 3/15/2020 
8/11/2011 3/16/2020 
8/12/2011 1179 3/17/2020 
8/14/2011 1179 3/18/2020 
8/18/2011 1141 3/19/2020 
9/22/2011 1130 3/20/2020 
6/3/2012 1278 3/23/2020 
8/23/2015 1971 3/24/2020 
8/24/2015 1893 3/25/2020 
8/25/2015 1868 3/26/2020 
8/26/2015 1941 3/27/2020 
9/1/2015 1914 3/30/2020 
1/18/2016 1880 3/31/2020 
2/5/2018 2649 4/1/2020 
2/8/2018 2581 4/2/2020 
10/11/2018 2728 4/3/2020 
10/24/2018 2656 4/6/2020 
12/27/2018 2489 4/7/2020 
8/5/2019 4/8/2020 
8/14/2019 4/9/2020 6/1/2020 
2/24/2020 6/2/2020 
2/25/2020 6/3/2020 
2/26/2020 6/4/2020 
2/27/2020 
2/28/2020 
3/1/2020 
3/2/2020 
3/3/2020 
3/4/2020 


(Œ compouno Average 1-Year Retum: 40% @CharlieBilello 
% Positive 1-Year Returns: 100% 
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6. Looking at macroeconomics 


A lot of Professional Investors make investment decisions based on macroeconomics. 


They switch from value to growth, increase and decrease their exposure to foreign currencies, ... based on 
certain economic predictions. 


That’s almost never a good idea. As Peter Lynch used to say: If you spend 13 minutes a year on 
economics, you've wasted 10 minutes. 
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Y Takeaway for you: Be a bottom-up stock picker. Focus on the evolution of the intrinsic value of the 
companies you own. 


"I am constantly amazed at the number of people who talk about investment and spend most or all of their 
time talking about asset allocation, regional allocation, sector weightings, economic forecasts, bonds vs 


equities, interest rates, currencies, risk controls and never mention any need to invest in something good." - 
Terry Smith 


7. Only investing in large caps 


Due to their size, Professional Investors can almost solely invest in large caps. 


The law of large numbers is the main reason why Berkshire Hathaway didn’t outperform over the past years. 


VY Takeaway for you: The smaller the stock, the less efficient the market. That’s why there are huge 
opportunities in small cap stocks for investors like you. 


Become a Premium Partner 


Subscribe today and get $100 discount + $300 worth of Investment Tools. 


Lesson 12: In general, small cap stocks outperform. Smaller stocks generate a higher 
return on the stock market. Between 1926 and 2006, the smallest decile stocks 
compounded at a CAGR of 14.0% compared to 10.3% for the S&P500. 


8. Lack of accountability 


A study of Morningstar found that two thirds (!) of all Fund Managers didn’t invest a single dollar in 
their own fund. 


Can you believe this? 


These guys are often managing hundreds of millions of dollars for other people but don’t consider it a good 
idea to invest a single dollar of their own money in their fund. 
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V Takeaway for you: Skin in the game matters. Focus on great owner-operator stocks or family 
companies. 


Founder-Led Companies Outperform the Rest 
Based on an analysis of S&P 500 firms in 2014. 


INDEXED TOTAL SHAREHOLDER RETURN 


5,000 
Founder-led 
companies 

4,000 

3,000 

2,000 
Other 
companies 

1,000 

r T T T T 1 
1990 1995 2000 2005 2010 2014 


SOURCE BAIN & COMPANY HBR.ORG 


Source: Harvard Business Review 

9. Complex investment strategies 

Using complex strategies often sounds intelligent, but it’s seldomly a good idea. 
Just look at what happened with LTCM for example. 

You need another example? CDOs during the Financial Crisis. 

V Takeaway for you: Use common sense and try to make things as simple as possible, but not simpler. 
“Tt is better to be roughly right than precisely wrong.” - John Maynard Keynes 

10. Trying to time the market 

A lot of (professional) investors try to time the market. 

Know that trying to time the market is a fools game. 

There are only 2 kinds of people who can successfully do it: 
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e Cheaters 
e = Liars 


VY Takeaway for you: Time in the market beats timing the market. Invest periodically and don’t worry too 


much about stock market volatility. 


Hypothetical growth of $10,000 invested in the S&P 500" Index 
January 1, 1980-March 31, 2020 


$265,010 $384,044 


$697,421 


$313,377 


Invested Missing the Missing the 
All Days Best 5 Days Best 10 Days 
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$581,940 $648,987 
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Everything you need to know about 
compounding 


Net Worth of 
WARREN BUFFETT 


109B 


5K 6K 10K 20K 26K 1M 24M 7M 10M 25M 34M 19M 67M 376M 620M14B 238 


14 15 19 21 26 30 33 35 37 39 43 44 47 52 53 56 58 59 


Warren Buffett's Age 


A penny that doubles every day 


Let’s say that you have the choice between two sums of money: 


e $1 million in cash 
e A penny that doubles every day for a month 


Does the above sound like a difficult question to you? 
Let’s give you a hint. 
A penny that doubles every day would be worth $0.16 on day 5 and $5.12 on day 10. 


You will probably know that a penny that doubles for a month will be worth more than $1 million. Why else 
would I ask you this question? 


Well, a penny that doubles 30 times would be worth more than $10.7 million! 
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Here’s the math: 


Day Value 
0,01 
0,02 
0,04 
0,08 
0,16 
0,32 
0,64 
1,28 
2,56 
5,12 

10,24 
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Day 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 


Value 
20,48 
40,96 
81,92 
163,84 
327,68 
655,36 

1 310,72 
2 621,44 
5 242,88 
10 485,76 


Day 


22 
23 
24 
25 
26 
27 
28 
29 
30 
31 


Value 

20 971,52 
41 943,04 
83 886,08 
167 772,16 
335 544,32 
671 088,64 

1 342 177,28 
2 684 354,56 
5 368 709,12 
10 737 418,24 


Please note that in this example it took until the 27th day (!) for the penny to be worth more than $1 


million. 


The fact that it took until the 27th day shows you why patience and a long-term perspective are crucial to 
give the power of compounding the opportunity to work for you. 


Compounding works like magic for investing, but also for other aspects in life. 


When you get 1% better every single day for a year, your yearly growth would be equal to 37.7x. 


365 
( 1.00 ) 


365 
( 1.01 ) 
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Not convinced yet about the power of compounding? Here are a few other examples: 


e If you would invest $1 per day for 200 years at 7% per year, you would have more than $6 billion (!) 
dollar 

e When you put 1 grain on the first square of a chessboard, and double it on each square until the 64th 
one, you would have 1.4 trillion metric tons of rice. This is more than 2000x the global production of 
wheat per year 

e The cost of Columbus’ journey in 1492 was approximately $30.000. When this $30.000 would have 
been invested until today at 4% per year, it would be worth more than $33,000,000,000,000 ($33 
trillion)! 


Compounding explained 


You’ve already learned that compound interest is the eighth wonder of the world. 


Compounding works like a snowball. It starts very slow, but the longer you keep rolling, the bigger it gets. 


Let’s say that you invest $10,000 and you are able to compound your money at 7% per year. 

In year 1, you’ll make $700 ($10,000 * 7%). As a result, the value of your portfolio is equal to $10,700. 
In year 2, you’ll make more than $700. Why? Because you also make money on the $700 you earned 
the year before. As a result, you'll make $749 ($10,700 * 7%) in year 2 and the value of your portfolio 
increases to $11,449. 


After 10 years, you’ll even make $1,286.92 (!). This is almost twice as much as in the first year. 
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Year Yearly profit Total value portfolio 


0 S 10 000,00 
1 $ 700,00 $ 10 700,00 
2 $ 749,00 $ 11 449,00 
3 $ 801,43 $ 12 250,43 
4S 857,53 $ 13 107,96 
5 $ 917,56 $ 14 025,52 
6 $ 981,79 $ 15 007,30 
7 $ 1050,51 $ 16 057,81 
8 $ 1 124,05 | $ 17 181,86 
9 $ 1 202,73 $ 18 384,59 
10 $ 1 286,92 $ 19 671,51 


When you would invest for very long periods of time (> 20 years), something magical happens. 
Remember that you made $700 in year 1 and $1,286.92 in year 10. 

Here’s what happens if you keep investing: 

In year 20, your yearly profit will increase to $2,531.57 

In year 30, your yearly profit will increase to $4,979.98 


In year 40, your yearly profit will increase to $9,796.37 
In year 50, your yearly profit will increase to $19,270.95 


If you would keep your $10,000 investment for 50 years, your investment would almost be worth 
$300,000! 


Furthermore, your yearly profit of $19,270.95 would almost be twice as much as what you invested in 
the first place. 
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Year Yearly profit Total value portfolio 
$ 1286,92 $ 19 671,51 
$ 2 531,57 $ 38 696,84 

30 $ 4 979,98 $ 76 122,55 
S 9 796,37 $ 149 744,58 
$ $ 


19 270,95 294 570,25 


Formula compound interest 


On the internet, there are a lot of compound interest calculators you can use. The Calculator Site is a good 
example. 


Here’s an example where you would invest $10,000 at 9% per year for 40 years while adding $200 per 
month to your investment account (total investment of $106,000 over 40 years). 


When you would do this, you would have $1.3 million after 40 years, as you can see here: 


Currency: 
€ £ z ¥ 


Initial investment: 


$ 10000 
Interest rate: 
9 12%|| yearly ~ Calculation Projection 
Years: Months: 
Future investment value Initial balance 

= $1,297,363.07 

b J os 
Additional contributions: (optional) Total interest earned Additional deposits 
z ee $1.191,363.07 

| 3 . 
Deposit amount: (optional) Effective Annual Rate (APY) 


$ 200 monthly ~ 


Deposits made at what point in period? 


Beginnin g End 


Annual deposit % increase? (optional) 


% 


Compound interval: 


Monthly (12/yr) v EŒ Calculate 
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Obviously, you can also calculate it yourself. 

Here is the formula for compound interest: 

Final amount = beginning amount * (1 + yearly return)“number of periods 

If you would invest $10,000 for 20 years at a yearly return of 9%, it would look as follows: 


Final amount = $10,000 * (1,09)*20 
Final amount = $56,044 


In the table below, you can find out how many times your wealth compounds at various combinations 
of yearly returns and years. 


When you can for example achieve a yearly return of 12% for 30 years, your money will increase 30-fold 


(!). 


: 
Number of times your wealth compounds at 
various combinations of interest rates and years 
INTEREST RATE 
5% 8% 10% 12% 15% 18% 20% 25% 30% 40% 50% 
1 1 1 1 1 1 1 1 1 1 1 2 
3 1 1 1 1 2 2 2 2 2 3 3 
5 1 1 2 2 2 2 2 3 4 5 8 
7 1 2 2 2 3 3 4 5 6 11 17 
10 2 2 3 3 4 5 6 9 14 29 58 
ma 12 2 3 3 4 5 7 9 15 23 57 
e 15 2 3 4 5 8 12 15 28 51 438 
= 20 3 5 7 10 16 27 38 87 : 837 3,325 
ai 21 3 5 7 11 19 32 46 : 247 1,171 4,988 
25 3 7 11 17 33 63 95 265 706 4,500 25,251 
26 4 7 12 19 38 74 331 917 6,300 37,877 
28 4 9 14 24 50 = 165 517 1550 12,348 85,223 
30 a 10 17 30 66 143 237 808 2,620 24201 191,751 
33 5 13 23 42 pay 236 410 1,578 5,756 66,409 647,160 


Start as early as possible 


You’ve learned that the longer you can compound your money, the better. 


This also means that the sooner you start investing, the longer compounding can work like magic for 
you. 
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Let’s use an example to make this even more clear. 
In our example we have 2 men who start investing: 


e Ben 
o Starts investing at age 21 
o Monthly investment: $200 
o Stops contributing money at age 30 (added money to his account for 9 years) 


o Starts investing at age 30 
o Monthly investment: $200 


o Keeps investing until age 67 (added money to his account for 37 years) 


In total, Ben will have contributed $21,600 while Joey will have contributed $88,800 to their investment 
account. 


When Ben and Joey both keep their investment until age 67 and manage to compound at an average annual 
return of 11%, Ben would have $2.1 million while Joey would have grown his account to $1.2 million. 


This means that Ben would have almost twice as much money as Joey while he contributed only one- 
fourth of what Joey contributed! 


THE POWER OF 
COMPOUND INTEREST 


$2,105,826 — 


` 


$1,232,318 
BEN JOEY 
STARTS STARTS 
INVESTING INVESTING 
ATAGE 21 ATAGE 30 


Source used example: ramseysolutions.com 
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Never interrupt compounding 


Charlie Munger once said that the first rule of compounding is to never interrupt it unnecessarily. 
You don’t believe Charlie? 
You should. Let’s use one more example: 


e Olivier 
o Starts investing at age 21 
o Monthly investment: $200 
e Emma 
o Starts investing at age 21 
o Monthly investments: $200 
o Stops investing at age 30 and starts again at age 40 


This is how their wealth would like if they both keep investing until age 67 and achieve a yearly return 
of 11%: 


e Olivier: $3,3 million 
e Emma: $1,1 million 


As you can see, Olivier would have 3 times as much money as Emma just because Emma decided to 
stop investing for 10 years. 


THE FIRST RULE . IS TO NEVER 
OF COMPOUNDING... INTERRUPT IT 


SS AA 


Source visual: Roberto Ferraro 


Created by Compounding Quality (@ Qcompounding) 


Conclusion 


That’s it for today. Here’s what you should remember: 


e Compound interest is the eight wonder of the world 
e Start investing as early as possible 
e You can calculate compound interest via this formula: 
o Final amount = beginning amount * (1 + yearly return)*number of periods 
e Never interrupt compounding unnecessarily 
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The importance of growth 


The value of a company 


The value of every company is the same: 
Value of a company = All future cash flows discounted to today 
The more (earnings) growth a company can report, the more the value of the company increases. 


That’s why in the long term stock prices tend to follow earnings growth: 


Earnings growth vs share price appreciation 


oa 


g 
5 

„9 
> 


— Fund performance of Seilern World Growth USD U 


Source: Seilern Investment Management, Bloomberg, Factset EE 
The Seilern Universe earnings growth index has been calculated as the median annual earning 
growth rate of the Seilern Universe of quality growth stocks. 


Source: Only the Best Will Do (Peter Seilern) 
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Stable Inc. versus Growth Inc. 


Let’s say that we have 2 companies: Stable Inc. and Growth Inc. 
You know the following: 
e Earnings growth over the next 20 years: 
o Stable Inc.: 3% per year 
o Growth Inc.: 10% per year 


When all other information is equal, I hope it’s very straightforward that Growth Inc. looks more attractive. 


However, let’s say that you now get some extra information: 


Stable Inc. Growth Inc. 
Stock price S 10,00 $ 30,00 
P/E Ratio 10 30 
Earnings growth next 20 years 3% 10% 


P/E Ratio after 20 years 15 20 
| 


Both companies keep the same growth rate for the next 20 years. But... 


e You sell Stable Inc. for 1.5x the valuation level you bought it for 
e You sell Growth Inc. for only two thirds the valuation level you bought it for 


This means that, based on valuation alone, your return in Stable Inc. would be +50% after 20 years while 
your return in Growth Inc. would be -33.3%. 


Which company would you choose now? 
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Here’s the evolution of the earnings growth for the next 20 years for both companies: 


Earnings Stable Inc. Growth Inc. 
YearO $ 1,00 $ 1,00 
Year1 $ 1,03 $ 1,10 
Year2 $ 1,06 $ 1,21 
Year3 $ 1,09 $ 1,33 
Year4 $ 1,13 | $ 1,46 
Year5 $ 1,16 $ 1,61 
Year6 $ 1,19 | $ 177 
Year7 $ 1,23 |$ 1,95 
Year8 $ 1,27 | $ 2,14 
Year9 $ 1,30 $ 2,36 

Year10 $ 1,34 |$ 2,59 
Year11 $ 1,38 $ 2,85 
Year 12 $ 1,43 $ 3,14 
Year 13 $ 1,47 $ 3,45 
Year14 $ 1,51 $ 3,80 
Year15 $ 1,56 $ 4,18 
Year16 $ 1,60 $ 4,59 
Year17 $ 1,65 $ 5,05 
Year18 $ 1,70 $ 5,56 
Year19 $ 1,75 $ 6,12 
Year20 $ 1,81 $ 6,73 


You sell Stable Inc. for 15 times earnings in year 20, meaning that the stock price at that point in time is 
equal to $27.1 ($1.81*15). 


You bought the stock for $10 so your return after 20 years would be equal to 171% or 5.1% per year. 
On the other hand, you sell Growth Inc. for 20 times earnings or $134.6 per share ($6.73*20). 


You bought the stock for $30 so your return after 20 years would be equal to 348.6% or 7.8% per 
year. 


It turns out that in this example Growth Inc. is the better investment. 

A key lesson that can be drawn for this? 

The longer you hold a stock, the less important valuation and the more important earnings growth. 
"If you bought the S&P 500 at a P/E of 5.3x in 1917, and sold it in 1999 at a P/E of 34x, your annual return 


would have been 11.6%. Only 2.3% p.a. came from the massive increase in P/E. The rest of your return 
came from the companies’ earnings and reinvestments." - Terry Smith 
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How a company can grow its earnings 


A company can grow its earnings in different ways: 
e Sell more of its products/services 
e Increase prices (pricing power) 
e Lowering costs 
e Geographical expansion 
e Increasing market share 
e M&A 
It’s very important to know that not all growth is created equal. 
First and foremost, it’s important to understand that growth only creates value when the Return On 
Invested Capital (ROIC) of the company is higher than the Weighted Average Cost of Capital 
(WACC). 
Take a look here if you want to learn more: Everything you need to know about ROIC. 
In general, organic growth is the most preferred source of growth. 
Why? Because it’s the most sustainable growth source. 
It’s good that a company increases its earnings as a result of cutting costs or because it reduces its 
investments in R&D, but this growth source is not sustainable in the long term. A company can only cut its 


costs to a certain level for example. 


Companies can only keep growing its earnings at attractive rates when they are able to grow its 
revenue organically at attractive rates. 


That’s why I personally seek for companies which can grow their revenue with at least 6% per year. 


Don’t buy growth at any price 


While in the long term earnings growth is more important than valuation, it’s important to 
understand that you can’t buy growth at any price. 


Take a look at this table for example: 
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Current value of Performance 


10'000$ invested since peak 


103 USD -99% 


503 USD -95% 

Ly BEYOND MEAT 519 USD -95% 
coinbase 798USD -92% 
O TELADOC. 765USD -92% 
Lemonade 743 USD -93% 

7 robinhood 931USD -91% 


O Snap Inc. 1'030 USD -90% 
ZOOM 1'108 USD -89% 
DocuSign 1'686 USD -83% 
6 Spotify 1'956 USD -80% 
TTESLA 2776US5D -72% 


NETFLIX sumuso -59% 


Source: Vincent Galan 
While the table above dates from the end of 2022, the main message is still clear. 


When you massively overpay for a company that can grow its earnings at attractive rates, you can still 
end up with horrible investment results. 


As an investor you want to buy great companies at fair valuation levels. 
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“It's far better to buy a wonderful company at a fair price than a fair company at a wonderful price.” - 
Warren Buffett 


Just take Nvidia for example. The stock currently trades at 232x earnings! That’s the valuation level at 
which many stocks traded during the Nifty Fifty bubble. 


When you execute a reverse DCF (take a look here if you want to learn how to do it yourself), you’ ll find 


that Nvidia needs to grow its free cash flow with 39% (!) per year for the next 10 years to return 10% 
per year to shareholders. 


This means that Nvidia should grow its free cash flow to well over $100 billion. In the history of the stock 
market, there is (almost) no company which managed to grow at these rates for so long. Especially not when 
you take into account Nvidia’s size. 


Here’s an interesting table which shows you which valuation levels are reasonable at a given Return 
On Invested Capital and Earnings Growth Rate: 


lable 1: Fair Value PÆ ratios (if r= 9.5%) 


Disclaimer: while | think Nvidia is massively overvalued, | wouldn’t short the stock. As John Maynard Keynes said: 
“Markets can stay irrational longer than you can stay solvent.” 


Your expected return as an investor 


As an investor, it’s very easy to calculate your expected return (at least in theory): 

Expected return = Earnings growth + shareholder yield +/- multiple expansion (contraction) 
Shareholder yield = dividend yield + buyback yield 

Let’s use an example to make everything more clear. 

Suppose we are considering investing in Evolution Gaming. 

We expect the company can grow its earnings with 13% per year. The shareholder yield (dividend yield + 


buyback yield) is equal to 2% and the stock trades at 25x earnings. 
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As Benjamin Graham taught us, we always want to use a margin of safety so we state that the stock will 
trade at 20x earnings in 10 years from now. This valuation level seems reasonable to us. 


In that case, our expected return is equal to: 


Expected return = Earnings growth + shareholder yield + multiple expansion/contraction 
Expected return = 13.0% + 2.0% - 2% = 13% 


Multiple contraction over 10 years = (PE in 10 years from now - PE today)/ PE today 
Multiple contraction over 10 years = (20-25)/25 = -20% 
Average multiple contraction per yearc = -2% (-20%/10 years) 


In this example, the expected return for an investment in Evolution Gaming would be equal to 13% per year 
for 10 years. 


Would you be happy with this return? In that case you should consider investing in Evolution 
Gaming. 


Aren’t you happy with 13% per year? Then you should look for other, more attractive investment 
opportunities. 
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Growth Investing with Philip Fisher 


b 


What you can learn from Philip Fisher 


Philiper Fisher’s most famouns investment? He bought Motorola in 1955 and held it until he passed away in 
2004. It’s a beautiful example of letting your winners run. 


He’s also the inventor of the ‘scuttlebutt’ method, an investment method that Peter Lynch used a lot. 


Scuttlebutt refers to the idea that if you’re interested in a certain company, you should go talk with their 
customers, competitors, (former) employees, and so on. 


Warren Buffett once called Philip Fisher's book Common Stocks and Uncommon Profits one of the best 
books on investing that has ever been written. 


“I am an eager reader of whatever Philip Fisher has to say. And I recommend him to you.” - Warren Buffett 


If even Warren Buffett admires Philip Fisher, shouldn’t you? 


15-Step approach 


Now let’s dive into Philip Fisher’s investment approach. 


He used the same 15-step approach over and over again to select the best growth companies. 


1. Can the company grow its sales at attractive rates? 


In the long term, stock prices follow the evolution of the intrinsic value of a company. 
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That’s why you look for companies which can grow their revenue at attractive rates (at least 5%) for 
years and preferably even decades. 


Topline Growth the Long-Run Driver of Stock Performance 
Sales Growth Is the Key Driver of Long-Term Stock Performance 
Sources of Total Shareholder Return for Top-Quartile Performers 


S&P 500 (1990 — 2009) 


100% ~ 
90% 
80% 50% 
70% 58% 
60% 
50% 
40% 
30% 
20% 
10% 
0% 


29% 


Sales 
and 
Profit 


1 Year 3 Years 5 Years 10 Years 
m Free cash flow Multiple m=Margin Revenue Growth 


Source: BCG Analysis, Morgan Stanley Research 


Source: Morgan Stanley 


2. Does the company keep developing new products to increase its sales 
potential? 


Innovation is the worst enemy of every (quality) stock. 


To stand still is to go backwards. That’s why investing in R&D is essential. It allows companies to stay 
ahead of competition and keep growing at attractive rates. 


Just look at Amazon for example that initially started as an online book store or Netflix that started as a 
DVD-by-mail service. 


3. How effective is the company’s R&D? 


Is the company overspending or underspending in R&D compared to peers? 
A great way to look at this is via ratios such as R&D/Sales and R&D/Operating Cash Flow. 


You want to invest in companies which have integrated innovation within their corporate culture. 
4. Does the company have an above-average sales organization? 
Selling a product or service is the essence of every business. 
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Without sales, every company would go bankrupt. 
Ideally, you want to invest in companies that are making repeat sales to satisfied customers. 


The best companies offer products so good that they don’t need to be marketed to reach maximal 
potential 


"The No. 1 thing that has 
made us successful by far is 
obsessive compulsive focus 

on the customer" 


Jeff Bezos - Amazon Founder & CEO 


5. Has the company a high profit margin? 


You want to invest in companies which are very profitable. 


Look for companies with a profit margin of at least 10%. This means that for every dollar in sales, the 
company makes $0.10 in net income. 


Invest in companies that consistently report higher profit margins than their peers. It often means that 
they are operating more efficiently. 


6. What is the company doing to maintain or improve profit margins? 


Investors should always be cautious for reversion to the mean. 


A sustainable competitive advantage is one of the only ways a company can maintain or improve its 
profit margins over time. 


7. Does the company have outstanding labor and employee relations? 


Having a great company culture is essential for creating shareholder value in the long term. 


If employees feel that they are fairly treated by their employer, they will perform better. 
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Companies rated “best places to work” outperform the 
S&P 500 Index 


3.5 — S&P 500 —— Best places to work 
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Note: Shows the value of $1,000 invested in the S&P 500, and in 
companies that were rated the best places to work by Glassdoor. 


Source: (1). 


IZA 
World of Labor 


Source: IZA - World of Labor 


8. Has the company outstanding executive relations? 


Skin in the game matters. 


Studies have found that founder-led companies as well as family companies outperform the market on 
average with more than 3% (!) per year. 


There are almost no investors who manage to outperform the market with 3% per year. Just buying a 
bucket of founder-led companies would allow you to do this. 


Founder-Led Companies Outperform the Rest 
Based on an analysis of S&P 500 firms in 2014. 


INDEXED TOTAL SHAREHOLDER RETURN 


5,000 
Founder-led 
companies 
4,000 
3,000 
2,000 


Other 


companies _— 
1,000 A 
1990 1995 2000 2005 2010 2014 
SOURCE BAIN & COMPANY © HBR.ORG 


Source: Harvard Business Review 
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9. Does the company have depth to its management? 


All humans are finite. 


This also means that when you invest in a company because it’s run by a great founder, one day this 
excellent owner-operator will be gone. 


That’s why companies should always have a plan about what can be done to prevent corporate 
disaster if the key man should no longer be available. 


Greg Abel (right) will become Warren Buffett’s successor at Berkshire Hathaway when Buffett passes away. 


10. How good are the company's cost analysis/accounting controls? 


Companies should break down unit economics in minute detail so that they know where to focus its 
attention. 


To measure is to know. 


You want to invest in companies run by managers who know the company inside and out. 
11. Look at patents 


Philip Fisher highlights that it’s very important to look at patents. 


Strong patent positions can allow a company to operate at high sustained profit margins. However, as 
soon as a patent’s tenure ends, a company’s profit may suffer badly. 


Characteristics such as skilled labors, a high reputation, existing market share or patents can help a 
company to gain or maintain its competitive advantage. 


12. Does the company think on the long term? 


Investing is all about delayed gratification. 


You try to optimize the risk-return characteristics of your portfolio. 
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Just like investors, companies should always use a long-term mindset in order to maximize the 
creation of shareholder value. 


Good Things Happen, If Youre Patient 


Ja n ai elwal, safalniveshak com 


If everything you do needs to work on 
a. three-year time horizon, then you 
are competing against a lot of 
people. But if you are willing to 
invest on a seven-year time horizon, 
i w are now competing against a 
raction of those people, because 
very few .. are willing to do that. 
Just by lengthening the time horizon, 
you can engage in endeavors that 
you could never otherwise pursue. 


GROWTH 


In some cases, things are inevitable. 
The hard part is that you don't 

know how long it might take, but you 
know it will happen if you are 

patient enough, 


~ Jeff Bezos 


Source visual: Vishal Khandelwal 


13. Is the company diluting shareholders? 


Capital increases or stock-based compensation (SBCs) are costs for investors as it dilutes your stake in 
the company. 


You want to invest in companies where shares outstanding remain constant or decrease via share 
buybacks. 


Just take Autozone for example which bought back more than 50% (!) of its shares outstanding since 2015. 


The Magic of Buybacks 


Return Without a Change 


Jas in Earnings or PE Multiple 


50% 2x 
67% 3x 
80% 5x 
90% 10x 
95% 20x 
98% 50x 
99% 100x 


"It only starts becoming magical after 80%. 


=" Robust earnings growth and multiple expansion 


delivers huge home runs. 


Source: Mohnish Pabrai 
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14. Does management admit its mistakes? 


Charlie Munger once said that there's no way that you can live an adequate life without making many 
mistakes. 


That’s indeed true. The most important thing is how a company handles these mistakes when they 
occur and how they communicate about them. 


Avoid companies which try to hide bad news at all costs. 
15. Has the company a management of unquestionable integrity? 


Only invest in companies run by people who you want to be around with. 
Ask yourself: if your daughter would want to marry the CEO, would you let her? 


If the answer is yes, you know that you’ve found a great manager with high integrity. 


Some great Philip Fisher quotes 


e The stock market is filled with individuals who know the price of everything, but the value of 
nothing 

e The stock investor is neither right nor wrong because others agreed or disagreed with him, he is right 
because his facts and analysis are right 

e Never promote someone who hasn’t made some bad mistakes, because if you do, you are promoting 
someone who has never done anything 

e The greatest investment risks are the ones you take without knowing what you're doing 

e The stock market is a device for transferring money from the impatient to the patient 


Fisher Masterclass 


You want to learn even more about Philip Fisher? 
Here’s a masterclass which talks extensively about his investment philosophy: 


Philip Fisher Masterclass 
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Screen for Quality Stocks 


A great friend of mine developed this beautiful framework to find quality stocks: 


e Revenue growth > 5% 
e Earnings growth > 7% 
e FCF/earnings > 80% 
e ROIC> 15% 

e Net debt / FCFF < 5 

e Debt/equity < 80% 


When you screen for these criteria, you find companies like Mastercard, Visa, Alphabet, Monster 
Beverage, Microsoft, and Apple. 


These are companies you wanted to own over the past decade, right? 


Now let’s find out why these criteria are important and how you can screen for quality stocks 
yourself. 


Revenue growth > 5% 


Organic growth is the most preferred source of growth. 
In the long term, revenue growth is the main driver for stock market returns. 


Why? Because without top-line growth, a company can never grow its free cash flow per share at an 
attractive rate in the long term. 


Topline Growth the Long-Run Driver of Stock Performance 


Sales Growth Is the Key Driver of Long-Term Stock Performance 
Sources of Total Shareholder Return for Top-Quartile Performers 


S&P 500 (1990 — 2009) 


100% 


50% 58% 


re EA 
1 Year 3 Years 5 Years 10 Years 


m Free cash flow = Multiple Margin Revenue Growth 


Source: BCG Analysis. Morgan Stanley Research 


Source: Morgan Stanley 
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Earnings growth > 7% 


In the end, you want most sales to be translated into earnings. 


Why? Because in the long term stock prices always follow the underlying performance of the 
company. 


You can calculate your return as an investor as follows: 


Return = Earnings per share growth + Shareholder yield (Dividend yield + Buyback yield) +/- Multiple 
Expansion (Contraction) 


If you don’t overpay for a company that can grow its earnings per share at attractive rates, you’ll do 
very well. 


“Tt's far better to buy a wonderful company at a fair price than a fair company at a wonderful price.” - 
Warren Buffett 
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FCF/Earnings > 80% 


Earnings are an opinion, free cash flow is a fact. 


Companies that translate most earnings into free cash flow perform significantly better than companies 
which don’t. 


“An academic study found that from 1962 through 2001, the firms which translated most earnings into free 
cash flow outperformed those which translated the least earnings into free cash flow with 18% (!) per year. 


ADJUSTEDIEBITDA | FREE'CASH FLOW 


ROIC > 15% 


For quality investors, Return On Invested Capital (ROIC) is one of the most important financial 
metrics. 


It shows you how efficiently management is allocating capital. 
Furthermore, a high and stable ROIC is a great way to look at a company’s competitive advantage. 


If you want to learn more about ROIC, take a look here: What you need to know about Return On Invested 
Capital. 
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Display 1: Companies with a high ROIC have 
outperformed over time 


an 


Cumulative sector-relative perfor 


-60% + 


-80% + T T 7 4 
11/99 TVO1 TV03 1/05 11/07 1/09 a Wi3 3/15 


— Highest 25% CROCI performance —~ Lowest 25% CROCI performance 


Source: Goldman Sachs Research Estimates, Quantum database. Data as at March 
31, 2015. Data shown is the performance of the share price of the highest 25% of 
companies in terms of ROIC as compared to the lowest 25% of companies. Companies 
are sourced from the MSCI Europe Index. Past performance is not a guarantee of 
future performance. 


Net debt / FCFF < 5 


You want to invest in companies which are in good financial shape. 


A healthy balance sheet gives a company flexibility and protects them against unforeseen circumstances. 


That’s why you would prefer to own companies which are able to pay down all their debt in at least 5 


years. 
Debt / Equity < 80% 
Too much debt and leverage is never good. 


If you’re smart you don’t need it and if you’re dumb you shouldn’t use it. 
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Can I screen for these criteria myself? 


Yes you can. 
Personally I use Bloomberg but you can also use free stock screeners. 
Stratosphere is a free tool which allows you to screen for these criteria. 


The only criteria you can’t screen for in Stratosphere is Net Debt / FCFF. As an alternative, you can use Net 
debt / EBITDA. Seek for companies with a Net Debt / EBITDA < 3. 


If you are looking for more free stock screeners and other resources, take a look at this article: The best free 
investing tools. 


Investment inspiration 


You don’t want to do the work yourself? 
No worries. I got your back. 


Here’s a list with companies which match the quality criteria mentioned in this article: 


3D APPLE INC 

32 MICROSOFT CORP 

33) ALPHABET INC-CL A 

34 VISA INC-CLASS A SHARES 

35) NVIDIA CORP 

3 PFIZER INC 

37) ACCENTURE PLC-CL A 

38 ADOBE INC 

39 MONSTER BEVERAGE CORP 

40) SYNOPSYS INC 

41) CADENCE DESIGN SYS INC 

42) PAYCHEX INC 

43) OLD DOMINION FREIGHT LINE 
44 COGNIZANT TECH SOLUTIONS... 
45) EPAM SYSTEMS INC 

46) PAYCOM SOFTWARE INC 

47) WEST PHARMACEUTICAL SERV... 
48) EXPEDITORS INTL WASH INC 
49) TERADYNE INC 

50 NVR INC 

50 MARKETAXESS HOLDINGS INC 
52 ROBERT HALF INTL INC 

53 HOULIHAN LOKEY INC 

54 LANDSTAR SYSTEM INC 

55) CIVITAS RESOURCES INC 

5@ MAGNOLIA OIL & GAS CORP -.. 
57) EXPONENT INC 

58 UFP INDUSTRIES INC 

59 QUALYS INC 

60) POWER INTEGRATIONS INC 

6) INSPERITY INC 

62 MUELLER INDUSTRIES INC 

63) BADGER METER INC 

64 VISHAY INTERTECHNOLOGY TI... 
65) BOISE CASCADE CO 

66) CORCEPT THERAPEUTICS INC 
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10 Lessons from 20 years of quality investing 


Only a few companies are able to consistently compound shareholder wealth at superior rates of 
return over a very long period of time. 


In our article My Quality Investment Philosophy you could already read how we think about quality. But 
what about other quality investors? 


The definition of a ‘Compounder’ by Morgan 
Stanley 


For Morgan Stanley, it all starts with the moat or competitive advantage of a company. Moats make it 
difficult for competitors to re-create or duplicate a successful company’s business model. 


A moat alone is not enough. Compounders enjoy a sustainable, high return on invested capital (ROIC), 
which is generated by a combination of recurring revenues, high gross margins and low capital 
intensity. 


This combination helps to support strong free cash flow generation. 


Now you know how Morgan Stanley defines a Compounder, let’s get to the 10 lessons learned from 20 
years of Quality Investing. 


1. Pick great stocks and let them compound 


When you invest in Compounders, you focus on companies with the following characteristics: 
e High returns on operating capital employed 
e Low volatility of margins 
e Pricing power 
e Limited leverage. 


You want to invest in companies with these characteristics. When they are able to grow their sales and free 
cash flow per share at an attractive rate, you’ve found a potential compounding machine. 


2. Know what you own 


Only focus on the highest quality companies in the world. 


When you don’t understand the business model of a company, you can skip the company right away and put 
it in the ‘too hard’ pile. 


3. Trust your instincts on management 


You want to invest in companies where management shares your long term perspective: 


e Their desire to invest in long term intangibles such as advertising and promotion 
e Their ability to innovate and allocating capital efficiently 
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Managers tend to do what they are paid to do. 
Are they paid to think about return on capital, or just grow earnings? 


Take a look at how they are paid and if you don’t like it, stay away from it. 


4. Benchmarks are risky 


Benchmarks themselves are inherently risky. 
If you hug the benchmark, you’ll deliver benchmark-like returns (at best). 


“Tt is impossible to produce superior performance unless you do something different from the majority.” — 
John Templeton 


As an active investor you’ll by definition underperform the market from time to time. 
There are many strategies which have proven to be successful in the long term: 
e Quality investing 


e Low volatility investing 
e Companies with skin in the game 


Pick a strategy that suits you and stick to it. 


5. Risk management is important 


Many academics measure risk by volatility. 
However, the best definition of risk is the following “Risk is the chance you’ll permanently lose money.” 
When you want to invest successfully, focus on risk management first and returns second. 


"Rule No.1: Never lose money. Rule No. 2: Never forget rule No.1." - Warren Buffett 


6. What you don’t own is just as important as what 
you do own 


As a quality investor, you don’t want to invest in cyclical stocks like commodities or low margin stocks. 


Focus on quality stocks in quality sectors. Sectors like healthcare, software, and consumer staples. These 
sectors have proven to offer attractive returns as well as downside protection. 


7. Express your conviction 


Reflect your conviction in your portfolio. 


It doesn’t make sense to focus on your thirtieth best idea. 


Created by Compounding Quality (@ Qcompounding) 


130 


Instead, focus on your best ideas and put the most money in those stocks. 


"Diversification is protection against ignorance. It makes little sense if you know what you are doing." - 
Warren Buffett 


8. Valuation matters 


Even great companies aren’t great investments if you pay too much. 


Valuation matters. The free cash flow yield is a great way to look at the valuation of a stock. 


Most things you want to own come your way eventually, even it is way too expensive right now. Be patient. 


9. Maintain a long-term perspective 


Trying to beat the market every year is futile. 
What matters is winning over years and decades. 


The best investors focus on the long term. 


10. Remain curious 


Samuel Johnson once said: “When a man is tired of London, he is tired of life.” 

You can say the same about the stock market. 

The secret to success in the stock market is to remain curious and continue to ask the right questions. 
“T constantly see people rise in life who are not the smartest, sometimes not even the most diligent, but they 


are learning machines. They go to bed every night a little wiser than they were when they got up and boy 
does that help, particularly when you have a long run ahead of you.” - Charlie Munger 
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All rules in one picture 


Here you can find all Morgan Stanley’s rules in 1 picture: 


ganit 
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10 Investment books you should read 


1. The Joys of Compounding (Gautam Baid) 
So much wisdom on every single page. Gautam teaches you about the passionate pursuit of lifelong 


learning. Compounding takes places in every aspect of your life: positive thoughts, good health, good habits, 
wealth, and so on. 


2. The Snowball (Alice Schroeder) 


If you think you can become like Warren Buffett, think again. Learn about the remarkable life of Warren via 
this great book. 


3. Why does the stock market go up (Brian 
Feroldi) 


Are you new to investing and do you want to understand the basic dynamics of the stock market? In that 
case, Brian’s book is a must read for you. 


4. Expectations investing (Michael Mauboussin) 


Rather than forecasting cash flows, investors should begin by estimating the expectations embedded in a 
company’s stock price. Mauboussin provides you with a great framework to make better investment 
decisions. 


5. Richer, Wiser, Happier (William Green) 


Over the years, William has interviewed the greatest investors in the world. Via this book, you learn how the 
world’s greatest investors act and think. 


6. The little book that beats the market (Joel 
Greenblatt) 


This is one of the classics in finance literature. In this book Greenblatt explains how investors can 
outperform the market by simply and systematically applying a formula that seeks out good business at 
bargain prices. 


7. The Psychology of Money (Morgan Housel) 


People make a lot of irrational decisions which cost them a lot of money. This book teaches you how to 
think about money and make better sense of life’s most important topics. 
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8. One Up On Wall Street (Peter Lynch) 


Legendary investor Peter Lynch managed the Magellan Fund between 1977 and 1990 to retire at age 46. 
During this period, Lynch realized an annual return of 29.2% (!). In this book Peter teaches you about his 
investment philosophy. 


9. The Little Book of Sideways Markets (Vitaly 
Katsenelson) 


Vitaly is one of the best value investors I know. Avoid common investment mistakes and learn why 
volatility and sideways markets are a stock pickers best friend. 


10. The Education of a Value Investor (Guy Spier) 


Guy Spier has spent almost $700k to lunch with Warren Buffett. Guy Spier invests in undervalued quality 
companies. In this truly great book, Guy details his career from Harvard MBA to managing his own 
Aquamarine Fund. 
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How to find multibaggers 


It's the dream of every investor to make a 10-bagger (a stock that goes up tenfold), or even a 100-bagger (a 
stock that goes up 100x). 


Alta Fox Capital studied more than 100 (!) multibaggers. In this thread, we will go through the 8 
characteristics almost every multibagger has. Start to learn here 4 


Lesson 1: Look for business with a wide moat 


A wide moat is essential for every Quality Investment. 


Almost all multibaggers (91%) are characterized by a wide economic moat. Barriers to entry are the most 
preferred moat source for multibaggers (81%). 


OK, What is an Economic Moat? 


» Capital flows to the areas of highest potential return, so all firms face 
competition that seeks to force down high returns on capital. 


But some firms generate high returns for a very long time. 
How? By creating economic moats around their businesses. 


>An economic moat is a structural business characteristic that allows a firm to 
generate excess economic returns for an extended period. 


Firms with moats have ability to invest incremental capital at high rates of 
return = faster earnings growth and/or higher free cash flow. 


Firms with moats have more predictable cash flows, limiting the risk. 


Lesson 2: Invest in financially healthy companies 


Great companies are very cash-generative and have a healty balance sheet. 


Seek for companies with a low net debt / EBITDA and high interest coverage. When the company has a net 
cash position (more cash than debt), this is a great surplus. 


Lesson 3: Acquisitions can create a lot of value 


While many acquisitions fail to create value, the best performing stocks often use acquisitions to bolster 
their returns. 


If you want phenomenal returns, find companies that are great acquirers. Constellation Software, Roper 
Technologies and Lifco are beautiful examples. 


Created by Compounding Quality (@ Qcompounding) 


135 


What Drove EBITDA / Revenue Growth 1/2 


Acquisitions, new products, and new contracts were often central to the growth algorithms of the companies in the set. 


Companies often made Transformative New v products Majar New Contracts 
acquisitions, | paa | la 
SS 70, 179 
4 fa f 70 / 
56% acces O O o OO eee 


Percentage of companies which launched 
transformative new products? 


EAS 


EOS launched new Remote Weapon 
System's product which enabled the 
company to become profitable. 


Percentage of conigunies which won 
major new contracts? 
TRAFFIC 


IV U Bion 


IVU landed major new contracts in 
Germany for its rail software. 


evi® 


EVI and JD used acquisitions to 
grow from 2015-2020. 


Percentage of companies where 
acquisitions were key to their 
growth! 


ELDORADO 


RESORTS 


Companies Benefited from COVID-19 Related Demand 


A ERI’s acquisition of Caesars git & SimulationsPlus 
Percentage of companies who not Biibestatnmnéink wis 1 /‘70 SCENCE + SOFTWARE ~ SUCCESS 
only made acquisitions but made at transformative acquisition, =) tnt SLP saw its demand jump 
least one transformative N ER of companies whose stock considerably as companies began 
acquisition? was positively impacted by the racing to develop a COVID-19 
coronavirus pandemic? vaccine. 


Lesson 4: Don’t rely on multiples 


When you want to buy something great, you have to pay for it. 


While it’s always better to buy a great business at a low multiple rather than a high one, many of the top 
performing stocks started compounding with multiples which were already high. Those multiples often 
expanded even further over time. 


“It's far better to buy a wonderful company at a fair price than a fair company at a wonderful price.” — 
Warren Buffett 


Valuation Multiples m2015 m2020 


NTM Revenue Multiple! NTM P/E Multiple’ 


4 35 


NTM EBITDA Multiple 


28 29 


19 
16 
1243 12 
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me 
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N 
w 
— = 
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20x 20x 


| | 2015 | 2020 | Change | 
| 25% Percentile | 7.58x_ | 16.52x_| 117.91% | 
| 50% Percentile | 10.26x_| 24.79x | 141.62% | 
| 75% Percentile _| 13.77x_| 32.52x_| 136.18% | 


[25m Percentile | 094x | 288x [208.029] 
ism | ssa [22917 


| 25* Percentile | 1405x _| Eae 


50® Percentile 17.57x_| 42.90x 
75% Percentile 27.12x 55.75x =m 


Along with revenue, EBITDA, and net income growth (and better outlook) multiples expanded for a variety of reasons - including better 


|_$0% Percentile _| 
[75%Percentile | 309x | 864x |17945%] 


managemen; better investor relations, and mitigating financial crises. 


Better investor relations 
6% city chu 


12% 


efforts was often a source of 
Percentage of times new 


management was noted 
as a key event and helped 
expand the company’s 
multiple 


Etsy 


ETSY’s new CEO turned 
the helped make the 
company profitable. 


multiple expansion due to 
an increased awareness of 
the company; this often 
took the form of attending 
conferences and providing 
more detailed financials 
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NLAB improved IR by 
releasing English 
financial reports, among 
other improvements. 


Percentage of times 
mitigating a crisis was 
noted as a key event and 

helped expand the 

company’s multiple 


í olle tive 


CCX divested from 
multiple unprofitable 
business units. 
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Lesson 5: Invest in small caps 


In general, small cap stocks perform better than large cap because they have more upside potential. 


When you can find an owner-operator small cap stock which is a market leader in a niche with high margins, 
you have found a (potential) goldmine. 


Size of the Companies 

While some large companies were included in the set, smaller companies were represented more often and returned larger TSRs on 

average. 

Company Sizes m2015 
pany m 2020 Investors need to be willing to look at small, 
2% 14 ma under looked, and under covered stocks to find 
g « r 36 36 , some of the biggest winners: 
5 pe 17 a 17 = 
i: Ef. a on (Oo a. 
= jano-Cap Micro-Ca Small-Cap Mid-Cap Large-Cap GENC 
ERIO Ma $300M) (5300M - $2B) ($28 - $108 (3108) Snoor xebec 2 G=NOVIS 
Stock Category 
TSR Breakdown 
But with that said, many companies with >1B 
pe market caps outperformed as well: 
= 1000% 
= 500% _ E E 
m% Nano-C Micro-C Small Mid-C. Large-( @ Et 
ano-Ca ficro-Ca Small-Ca Mi a arge-Ca by oo 
(< $50M) ($50M - 5300M) ($300M - $28) ($2B - $108) (> $108) Entegris S y 
E Average 1855% 682% 590% 459% 413% 
= Median 1114% 508% 431% 414% 403% 
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Lesson 6: Margin expansion is great 


As a quality investor, you should love margin expansion. 
When the profit margin of a company doubles, the EPS of the company doubles too. 
In the long term, earnings growth is the leading factor for stock price performance. 


Financial Metrics 


Revenue Breakdown u FY 2015 


; Gross Margin 
a m FY 2019 | FY2015 |FY 2019| Change | 
25" Percentile | 30.42% |31.69% |127 bps 


er of Companies 


Numb 


B 75% Percentile | 61.39% | 66.68% |529 bps 


5OM-$500M $500M-S1B > $1 SG&A Percentage 
EBITDA Breakdown 


1 | i E i 50 Percentile | 46.40% | 49.19% | 279 bps 
$100M-$250M $2 


<$S0M $50M -$100M 


in 
| F¥ 2015 |FY 2019) Change | 


7 H , i. L B 25% Percentile | 4.75% _| 11.43% | 668 bps 
i , „e —— aes a 50 Percentile | 10.22% | 17.75% |753 bps 
eee ee 75% Percentile | 17.88% | 27.16% | 928 bps 


EBITDA 


Number of Companies 


Lesson 7: Let your winners run 


The only thing you need during a succesful investment career, is a few big winners. 


Between June 2015 and June 2020, the S&P500 returned 55,5% to shareholders. Zynex Medical, the best 
performing stocks over the studied period, returned almost 9200% (!) to shareholders. 


What Caused This Set of Companies to Outperform So Much? 


The S&P 500 returned 55.45% from June 2015 to June 2020 while the average return of the set was 922% and the highest performer 
returned 9,199%. 


1200% : 922% | Top 3 Stocks of the Set 
woo mm O Ola 
td ) 01000, : 
800% Z N EX 2,199% | 
600% oe ee 
=SNoor 8,2179 


400% tHe stainract oer 


200% CO ALO: i . 
: 55.45%: xebeC 

Sintsdadagaeesedeosaiiae 4 ”7 V0 H 

4,712% : 

0% lll lO : 


BS&P500 Avg of Set 
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Lesson 8: Revenue growth is the most preferred 
source of growth 


Organic growth is the holy grail for quality investors. 


When you can buy companies which can reinvest a lot of their free cash flow in organic growth 
opportunities at high margins, the company’s earnings will explode over time. 


Revenue and EBITDA Growth 


Median revenue grew from 113% and median EBITDA grew 137% from FY15 to FY19. 


Revenue Growth % Breakdown Revenue CAGR Quartiles 
30 ‘0 ó 
& 25 =- 35% 
8 20 D> z 30% 
r: E- 
El . p Ei >» » EES ET 10% 13.81% 
= < 50% 50% - 100% 100%-250%  250%-500% 500% -1,000% > 1,000% 5% 
Revenue Growth % dad 25 Percentile S0 Percentile 75 Percentile 
EBITDA Growth % Breakdown EBITDA CAGR Quartiles 
È i 
A 30 + 44.53% 
S x S m 
3 is =l z B 5 pr 2819% 
È s = 14 20 n 
: m = : 
<0% 0% - 100% 100% - 250% 250% - 5004 500% - 1,000% 1.000% 
EBITDA Growth % i 25 Percentile 50 Percentile 75 Percentile 


Do you want to learn more? Find 104 (!) concrete 
examples here 


Alta Fox Capital made more than 600 (!) slides on the characteristics of multibagger stocks with 104 (!) 
concrete examples. You can download them for free here: 


The makings of a multibagger 
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Skin in the game matters 


Companies with skin in the game (owner-operator stocks) have outperformed the market by 3.7% (!) per 
year since 2006. Credit Suisse studied the characteristics of more than 1000 family companies. 


Great lessons from this study can be found in this article. 


Lesson 1: Skin in the game is essential 


Invest in companies where interests of management are aligned with the one of you as a shareholder. When 
you invest in family companies, you increase your chance that management puts the interests of the 
company first. 


Family businesses can be defined as companies where the founder or his family owns at least 20% of the 
company. 


Lesson 2: A long-term mindset creates value 


Family-run companies think on the long-term. They want to pass their company to their (grand)children and 
keep the family wealth intact. 


Companies with a long-term mindset dare to take decisions which might hurt results in the short term, but 
are very good for long-term value creation. This is a BIG advantage compared to other companies. 


Lesson 3: Healthier balance sheet 


In general, companies run by people with skin in the game use less debt. This is very beneficial as cash is 
just like air for humans. If you don’t have air, you can’t breathe. Cash gives companies a lot of flexibility. 


During the financial crisis in 2008, family companies also reduced their debt levels much more quickly than 
non-family companies. 


Figure 15: Average net debt/EBITDA for the overall database 
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Lesson 4: More revenue growth 


Family-owned companies generate superior top-line growth. 


Since 2006, revenue growth for family companies averaged 11.3% compared to ‘only’ 6.8% for non-family 
companies. 


Figure 11: Revenue growth premium for family- versus 
non-family-owned companies 
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Lesson 5: Higher profitability 


Besides generating stronger revenue growth, companies with skin in the game are more profitable too. 


Since 2006, family companies generated higher EBITDA margins every single year compared to non-family 
companies. 


Figure 12: EBITDA margin difference between family- and 
non-family-owned companies 
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Source Figures 11-12: Credit Suisse Research, Thomson Reuters Datastream 
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Lesson 6: Better capital allocation 


The cash flow returns on investment (CFROD is a great metric to measure the capital allocation of a 
company. This metric shows a clear and consistent degree of outperformance by family companies. 


Good capital allocation is essential for long-term value creation. As a result, family companies outperform 
non-family businesses in the long term. 


Figure 13: CFROI levels - family companies 
outperform 
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Lesson 7: More robust against disruption 


Disruption is one of the biggest enemies of Compounding Quality stocks. 


In general, family companies invest more in R&D compared to other businesses (measured by R&D as a % 
of sales). Investing in R&D goes hand in hand with a long-term mindset and is a good protection against 
disruption. 


Figure 17: R&D spending as a percentage of revenues 
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Lesson 8: Clear outperformance on the stock 
market 


Family-owned companies outperformed non-family-owned peers on average by 3.7% (!) per year since 
2006. 


The outperformance of companies with skin in the game has been the greatest for smaller companies. Within 
this segment, family companies outperformed with 6.5% (!) per year. 


Figure 4: Market-capitalization-weighted and sector-adjusted 
returns — family-owned alpha through time 
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Source Figures 3—4: Credit Suisse Research, Thomson Reuters Datastream 


Created by Compounding Quality (@ Qcompounding) 145 


Lesson 9: Some examples of family companies 


In the picture below you can find some examples of companies with skin in the game. 


Table 1: Top 25 companies by market capitalization and age 


Largest 25 companies Market cap. Oldest 25 companies Founding year 
(USD bn) 
Alphabet 988 Orkla 1654 
Facebook Inc. 659 Wendel 1704 
Alibaba Group Holding Limited 588 LVMH 1743 
Walmart Inc. 343 Man 1758 
Samsung Electronics 277 Becle De Cv 1758 
Roche 242 Jeronimo Martins 1792 
LVMH 226 Miko 1801 
Berkshire 209 Bucher Industries 1807 
Comcast Corp. 197 Sedlmayr Grund Und Immobilien 1807 
Ping An 196 Wiley John & Sons ‘A' 1807 
Tesla Inc 176 Thyssenkrupp 1811 
Oracle Corporation 174 Merck Kgaa 1827 
L'Oreal 167 Exmar 1829 
Nike Inc. 162 Bossard 'B' 1831 
Reliance 138 Hermes International 1837 
Anheuser-Busch InBev 115 Kws Saat 1838 
SoftBank Group 104 Oeneo 1838 
TCS 103 Carlsberg B 1847 
Keyence 101 Robertet 1850 
Inditex 93 Bank Of The Philp.|sle. 1851 
Hermes International 92 Anheuser-Busch InBev 1852 
Volkswagen 88 Bonduelle 1853 
JD.com 87 Touax 1853 
Christian Dior 82 Wheelock And Co. 1857 
Chugai Pharmaceutical 78 Davide Campari Milano 1860 


Source: Credit Suisse Research, Thomson Reulers Dalastrearn 


10. Study Credit Suisse 


This article was based on the Family 1000 Study from Credit Suisse. 


You can download the full report here for free: 


Credit Suisse Family 1000 
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Reasons to buy a stock 


Value versus growth 


All intelligent investing is value investing. 
You try to buy stocks for less than what they’re worth. 
The intrinsic value of a company can always be calculated as follows: 


Intrinsic value = The discounted value of the cash that can be taken out of a business during its remaining 
life 


This also means that growth is always a component of value as it will increase future cash flows. 


Here’s what Warren Buffett has to say about the value versus growth debate: 


“Whether appropriate or not, the term “value investing” is widely used. Typically, it 
connotes the purchase of stocks having attributes such as a low ratio of price to book value, 
a low price-earnings ratio, or a high dividend yield. Unfortunately, such characteristics, 
even if they appear in combination, are far from determinative as to whether an investor is 
indeed buying something for what it is worth and is therefore truly operating on the 
principle of obtaining value in his investments. Correspondingly, opposite characteristics — 
a high ratio of price to book value, a high price-earnings ratio, a low dividend yield — are 
in no way inconsistent with a “value” purchase.” 


Source: Berkshire Hathaway 1992 Annual Report 


So in theory, investing is very easy: buy stocks below their intrinsic value. 
It’s so easy in theory, but it can be very hard in practice. 
As a way to help you, I am covering 5 potential triggers to buy a stock in today’s article. 


“Investing is simple, but not easy.” - Warren Buffett 
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5 Reasons to buy a stock 


Here are 5 reasons to buy a stock: 


The stock is undervalued 
Fundamentals are improving 
The moat is strengthening 
The future looks bright 
Insiders are heavily buying 


ee ae e 


1. The stock is undervalued 


In the short term, stock prices fluctuate way more than the intrinsic value. As Benjamin Graham 
beautifully stated: “In the short run, the market is a voting machine but in the long run, it is a weighing 
machine.” 

Most stocks fluctuate with more than 50% every single year. 

As a result, volatility can offer a lot of opportunities for rational investors. 


But how can you know whether a stock is undervalued? 


A good starting point is to look at the current valuation level of a company compared to its historical 
valuation. 


You can easily do this via free websites such as Morningstar. 
Let’s take Arista Networks as an example. 


Via the Valuation tab on Morningstar’s website, you see that Arista Networks currently trades at a forward 
PE of 28. Over the past 5 years, the stock traded at an average forward PE of 29.1. 


This indicates that Arista Networks is reasonably valued compared to its own historical average. 


Valuation 
Calendar 2017 2018 2019 2020 2021 2022 Current 5-Yr 
78.85 

Price/Sales 12.12 8.40 6.72 10.42 16.52 9.81 10.56 10.19 
Œ Price/Earnings 48.57 65.03 21.43 32.54 58.38 33.16 33.86 42.03 
m Price/Cash Flow 38.79 43.50 17.69 26.45 46.84 56.87 78.85 38.55 
— Price/Book 11.39 8.19 5.85 7.18 11.44 8.49 9.40 8.22 
Price/Forward Earnings 38.31 24.45 21.74 29.59 41.32 — 28.01 29.05 


Source: Morningstar 


Obviously, looking solely at the current valuation level of a company compared to the historical valuation 
isn’t enough to determine whether a stock is undervalued. 
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You can take a look at these 2 articles if you want to learn more: 


e Everything you need to know about valuation 
e How to value stocks like a professional 


2. Fundamentals are improving 


Over time, stock prices always follow the evolution of the intrinsic value. 
That’s why the fundamentals are by far THE most important thing to track as an investor. 
Let’s say that a company called Quality Inc. has the following characteristics: 

e Profit margin 10% 

e Earnings per share (EPS): $10 

e P/E ratio: 15x 

e Stock price = EPS * P/E ratio: $150 


Now assume that over the next 3 years Quality Inc. is able to double its profit margin from 10% to 
20%. 


Due to the fact that Quality Inc. doubled its profit margin (and as a result its earnings), investors are also 
willing to pay more for the company. As a result, the price-to-earnings ratio increases from 15x to 25x. 


Can you guess how much Quality Inc.’s stock price would have increased in this example? 
Here’s the performance of Quality Inc: 


Stock price = EPS * P/E Ratio 
Stock price Quality Inc. = $20 million * 25 = $500 


As you can see, Quality Inc’s stock price more than tripled thanks to the profit margin increase from 10% to 
20%! 


This example beautifully shows why your return as an investor can be very satisfactory if you invest 
in companies which can improve their fundamentals. 


When you are looking for companies which are improving their fundamentals, look at these metrics: 
e The balance sheet is strengthening (look at Net Debt / FCFF) 
e Capital intensity decreases (look at CAPEX/Sales) 


e Capital allocation improves (look at ROIC) 
e Profitability improves (look at profit and/or FCF margin) 


3. Moat is strengthening 


For quality investors, a moat is essential. 


Determining the existence and durability of a competitive advantage is key to make good investment 
decisions. 
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When you invest in companies which can widen their moat, your results will be very satisfactory. 
Very recently, Michael Mauboussin has written a new paper about this topic. You can read it here. 
Pll summarize the paper of 30 pages in 2 bullet points for you: 


1. Companies with a high ROIC outperform companies with a low ROIC 
2. Companies which manage to increase their ROIC significantly outperform all other companies 


You can also see this in the table below. 


Companies which managed to go from the lowest ROIC quintile to the highest ROIC quintile outperform all 
other companies by a wide margin. 


Exhibit 9: Annual 3-Year TSRs for Combinations of Beginning and Ending Quintiles, 1990-2022 


Ending Quintile 


wens | a | 3 | 2 [ooo 
Begs | 20% 


wori | 33% 


Source: FactSet and Counterpoint Global. 
Note: Excludes financials and real estate; Past performance is no guarantee of future results. 


Source: paper Michael Mauboussin 
Take a look at these articles if you want to learn more: 


e What you need to know about moats 
e What you need to know about ROIC 


This is the 100th (!) free article of Compounding Quality. It’s such a joy to help investors like you. If you 
like Compounding Quality, sharing it with friends and family is the greatest gift I can ask you for. 


Share 


4. The future looks bright 


In the long term, earnings growth is the main driver for stock prices. 
This also means that the longer your companies can grow their earnings at attractive rates, the better. 
Via the formula below, you can calculate your expected return as an investor. 


Expected return = EPS Growth + Shareholder Yield (Dividend yield + Buyback yield) +/- Multiple 
expansion (contraction) 
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This means that if you pay a fair price for a stock that can grow its earnings per share with 10% per year and 
pays a dividend of 2% per year, your expected return is equal to 12%. 


Here’s a great practical example from François Rochon: 


Rochon Global Portfolio 


| Value* | Market ** | Difference | Value* | Market ** | Difference | 
| 14% | 29% | 15% | 13% | 23% | 10% | 
| 17% | 35% | 18% | 11% | 33% | 22% | 
| 11% | 12% | 1% | 4% | 29% | 25% | 
| 19% | 10% | -9% | 15% | -9% | -24% | 
| 9% | 10% | 19% | -21% | -12% | 9% | 
| 19% | -2% | -21% | 13% | -22% | -35% | 
| 21% | 8% | -12% | 20% | 11% | -10% | 
| 14% | 3% | -11% | 24% | 16% | -8% | 
| 10% | 0% | -10% | -4% | 5% | 9% | 


| 17% | 6% | -11% | 18% | 2% | 16% | 
| 13% | 19% | 6% | 10% | 14% | 4% | 


| 11% | 4% | h | 1% | 1% | 0% | 
| 9% | 10% | 1% | 4% | 12% | 8% | 
| 10% | 31% | 20% | 3% | 31% | 29% | 
| 2% | 15% | 17% | -9% | 18% | 27% | 
32% | 28% | 4% | 48% | 29% | 19% 
2474% 2817% 343% 676% 1152% 476% 
13.3% 13.9% 0.5% 8.2% 10.2% 2.0% 


* Estimated growth in earnings plus dividend yield 
** Market performance, inclusive of dividends (refer to Appendix B for disclosure statements on our returns) 
*** Results estimated without currency effects 


As you can see in the table above, the companies within Rochon’s portfolio have grown their value (EPS 
growth + dividend yield) by 2474% while his portfolio has achieved a total return of 2817%. 


5. Insiders are heavily buying 


When an insider sells its own stock, there can be multiple reasons. The person might need money to 
finance the wedding of his daughter, he wants to buy a second house, ... 


However, there is only 1 possible reason why an insider buys its own stock: he thinks the stock is 
undervalued. 


And guess what... there is no person who can determine the intrinsic value of a company better than 
an insider. 
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There are multiple studies about this topic and the consensus states that companies in which insiders are 
heavily buying their own stock outperform the market over the next 12 months with 3-6% per year on 


average. 


Via Dataroma you can see which insiders recently bought back their own shares: 


Latest significant* insider buys of superinvestor holdings 


Date Filed 


16 Jun 
16 Jun 
15 Jun 
15 Jun 
15 Jun 
15 Jun 
15 Jun 
15 Jun 
15 Jun 
15 Jun 
14 Jun 
14 Jun 
14 Jun 
14 Jun 
14 Jun 
14 Jun 
14 Jun 
14 Jun 
14 Jun 
14 Jun 
14 Jun 
13 Jun 
13 Jun 
13 Jun 


Stock 


TCBI - TEXAS CAPITAL BANCSHARES INC 
AMPS - Altus Power Inc 

FIBK - FIRST INTERSTATE BANCSYSTEM INC 
JOE - ST JOE Co 

SMAR - SMARTSHEET INC 

ECL - ECOLAB Inc 

NDAQ - NASDAQ Inc 

STC - STEWART INFORMATION SERVICES CORP 
COHR - COHERENT Corp 

RILY - B. Riley Financial Inc 

CZR - Caesars Entertainment Inc 

TLYS - TILLY'S Inc 

TLYS - TILLY'S Inc 

TLYS - TILLY'S Inc 

CMTL - COMTECH TELECOMMUNICATIONS CORP 
AZO - AUTOZONE INC 

AZO - AUTOZONE INC 

AZO - AUTOZONE INC 

SCWX - SecureWorks Corp 

SCWX - SecureWorks Corp 

PRGO - PERRIGO Co plc 

VRT - Vertiv Holdings Co 

AMPS - Altus Power Inc 

AMPS - Altus Power Inc 


Take a look at this article if you want to learn more: 


e Skin in the game matters 
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Total Value $ 


108,340 
246,177 
275,460 

54,588 
149,644 
126,158 
205,840 

84,000 
299,741 
234,984 
370,725 
188,369 

65,500 
202,073 

50,332 
132,591 
490,795 
505,304 
173,561 

55,084 
330,637 
741,321 
104,216 
225,152 


Price $ 


54.17 
5.47 
26.11 
45.49 
39.38 
180.22 
51.46 
42.00 
49.62 
37.91 
49.43 
6.60 
6.55 
6.52 
9.32 
2410.75 
2405.86 
2406.21 
6.80 
6.96 
33.06 
21.18 
5.66 
5.41 


152 


Reasons to sell a stock 


Most investors know how to find attractive stocks to buy. 
But when should you sell a stock? 


In this article I'll teach you everything you need to know. 


The biggest mistake I ever made 


The biggest investment mistake I ever made? Selling my winners too soon. 
You know why? A stock can only lose 100% in value but it can increase more than 10,000%. 
Just imagine that you sold Monster Beverage for $0,01 in 1987 or Apple for $0,3 in 1991. 


Since their IPO, both stocks are up 72,000% and 85,000% respectively. 


20-Year Returns: Monster 
Eats Apple for Breakfast 


Change in Monster Beverage's stock price 
since November 21, 2001* 


= Monster Beverage = Apple = Amazon 


120,000% 
Stock price change 
since November 21, 2001 
90,000% Monster +111,929% 
Apple +45,719% 
60,000% Amazon +40,497% 


30,000% 


0% 
701 W3 205 ‘07 ‘09 ‘11 13 Is AJ 19 ‘21 


* adjusted for stock splits; as of Nov. 22, 2021 
Source: Yahoo! Finance 


CLOTS statista % 
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The secret of successful investing lays in the fact that you should let the magic of compounding work for 
you as long as possible. 


It is not without reason that compound interest has been called the eighth wonder of the world. 


Reasons to sell a stock 


The above doesn’t mean that you should never sell a stock. 


In general, you should let your winners run as long as possible while selling your losers as soon as 
possible. 


As Peter Lynch once stated: “Selling your winners and holding your losers is like cutting the flowers and 
watering the weeds.” 


In this article, PII discuss 7 reasons where it makes sense to sell a stock. 


1. You made a mistake 


John Maynard Keynes once said: "When the facts change, I change my mind.” 
And so should you as an investor. 


When you’ ve bought a stock for a certain reason and after a while it turns out that you’ve made an error of 
judgement, you should consider selling the stock. 


Example: In 2021 I sold Starbucks because I spoke with some employees of $SBX who stated that the 
company’s moat wasn’t as wide as I initially thought. 
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2.You’ve found a better opportunity 


Just as life, investing is a game of opportunity costs. 


You should always own the best companies you possibly can which generate the most attractive risk- 
return characteristics for you as an investor. 


Example: Very recently I sold a big part of my position in Meta Platforms because of the very strong stock 
price performance and added to my position in a great US owner-operator quality stock. 


“The real cost of any purchase isn't the actual dollar cost. Rather, it's the opportunity cost—the value of the 
investment you didn't make, because you used your funds to buy something else.” - Warren Buffett 


3. The company is losing its moat 


A moat is essential for quality investors. 
Successful companies must reinvent themselves all the time to keep their competitive advantage. 


That’s why disruption is one of your worst enemies as a quality investor. You want to invest in 
companies with predictable cash flows. 


Example: Nokia used to be the clear market leader in the phone market. In 2007, they had a market share of 
49.4% (!). They lost their edge completely over the years because they didn’t take the treat of smartphones 
seriously. 


The Moat 


The competitive advantage 
a company has over its 
competitors. The Moat 


protects the business from 
competitors and new 
industry entrants. The 

wider the moat the better. 


4. The stock is overvalued 


This is by far the most dangerous reason to sell a stock. 


Why? Because great companies always tend to exceed expectations. 
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Cheap stocks are often cheap for a reason, and expensive stocks are often expensive for a reason. 
I would recommend you to not sell a great business when it looks (slightly) overvalued. 


If the company looks expensive but can grow its earnings at attractive rates of return for several years, the 
stock might turn out to be not expensive at all. 


That’s why, at least in my opinion, you should only sell great businesses when they are ridiculously 
overvalued. 


Example: Artificial Intelligence will change our lives. It’s no secret that Nvidia is a clear market leader in 
AI. However, the company trades at 221x (!) earnings today. This means that even when Nvidia can grow its 
EPS with 20% per year for 10 years, the stock would trade at a PE of 30x in 2033. And this while you would 
have generated no return at all as an investor. 


Fundsmith 
Buy good companies 
How growth became value and value didn’t Do nothing 
Entry price — Multiple of Entry price as 
January 2nd Trailing EPS trailing EPS LTM multiple of 
Stock 2015 at entry price at entry EPS LTM EPS 
Deutsche Bank E22.54 E1.17 19x E0.07 322x 
Exxon $92.83 $7.60 12x ($5.25) (18x) 
GE $24.09 $1.50 16x $0.58 42x 
IBM $162.06 $15.59 10x $6.13 26x 
Shell 2168p 143p 15x (217p) (10x) 
Entry price — Multiple of Entry price as 
January 2nd Trailing EPS trailing EPS LTM multiple of 
Stock 2015 at entry price at entry EPS LTM EPS 
Adobe $72.34 $0.53 136x $10.83 7x 
Amazon $308.52 ($0.52) (593x) $41.83 7x 
Facebook $78.45 $1.10 71x $10.09 8x 
Netflix $49.85 $0.09 554x $6.08 8x 
PayPal $40.47" $0.46 88x $3.54 11x 


‘ayPal fro 
Source: B nberg, GAAP diluted EPS 


5. Change in management 


Skin in the game matters. A lot. 
I'll repeat it one more time because it’s so important. 
Skin in the game matters. A lot. 


As an investor you want to invest in companies which are led by managers with a strong track record 
and very high integrity. 


When great managers start leaving the company, it might be a reason to sell the stock. 
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Example: In 2014, Bob Kierlin, CEO and founder of Fastenal, retired from Fastenal’s board. As a result, 
quality investor François Rochon sold the stock. After 2014 the stock still performed very well but not as 
good as it used to. 


ui 


It'is hard to imagine a 
more stupid or more 
dangerous way of making 
decisions than by putting 
those decisions in the 


hands of people who pay 
no price for being wrong. 


—THOMAS SOWELL 


6. Growth is slowing down 


In the long term, the growth of the intrinsic value per share is all what matters. 


This also means that to generate above-average returns as an investor, you should own companies which are 
able to grow at above-average rates. When growth slows down, your expected return will as well. 


Example: Coca-Cola is a beautiful company. Today they sell more than 1.9 billion (!) servings per day. Due 


to their size, Coca-Cola won’t be able to grow at let’s say 10% per year. The low growth rate is one of the 
key reasons why I don’t own shares of Coca-Cola today. 
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Coke’s growth 


Coca-Cola net revenue, 2001-2021 


$50B Ñ 


$40B 


$30B 
$20B 
-Il 
$0 
01 ‘03 ʻ05 «407 ʻ09 11 


13 “15 17 19 21 


DATA: CompaniesMarketCap.com 5% tH USTLE 


7. Need for cash 


If you need cash, it might make sense to sell the least attractive stock you own. 
But always remember: in the long term stocks offer the highest rate of return. 
Every dollar that works for you right now, will be worth multiple dollars in the future. 


Example: You need cash to buy a house or support your children. As a result, you sell the least attractive 
stock in your portfolio. 


Bad reasons to sell a stock 


Obviously there are also some bad reasons to sell a stock: 


e The stock has gone up with x% 

e The stock has gone down with x% 

e Comparing the current stock price with your purchase price 

e Short-term concerns (quarterly results are often noise) 

e A weakening macro economy 

e Trying to make a quick gain 

e Other investors are selling (you should always make your own homework) 
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Conclusion 


That’s it for today. To conclude: 


Let your winners run as long as possible 


Reasons to sell a stock 


o You made a mistake 

You found a better opportunity 
The company is losing its moat 
The stock is overvalued 
Change in management 
Growth is slowing down 

You need cash 


oO 000 0 0 


Vishal Khandelwal, satalniveshak.com 


Last but not least, I want to share this great visual made by Vishal Khandelwal with you: 


WHEN TO SELL A STOCK 


SELL FOR ONE OR MORE OF THESE REASONS 


CHANGING FACTS 


WRONG FACTS 
Deteriorating business, poor 


Bad management, 
bad business, 


weak moat management quality 


NO CASH FOR BETTER 
OPPORTUNITY 
capital allocation, worsening | Found a better opportunity, but | meeting a financial 
do not have cash to invest 


NEED CASH 
Need cash for 


commitment 


Do not invent new reasons to continue when the original reasons are no longer available. If you realize you made a mistake, accept it. Swallow your pride, and move on. 


DO NOT SELL FOR ANY OF THESE REASONS 


STOCK 15 OVERPRICED 

- What is ‘overpriced?’ A good business with expanding earning ES will 
mostly look overpriced Stop looking at price to earnings multip 

Conailey expected returns over the next 10 years from current levels. 

- Your original purchase cost does not matter. What matters is where the 
stock may go from today over the next decade or more. 

- If the company might quadruple in size in 10 years, does it matter if the 
stock is overpriced by 50% or 1002? 

- No one can say with any precision what is ‘overpriced for an outstanding 
business that earns return on capital more than cost of capital. 


les etc. only. 


OTHER REASONS 

- Stock has gone up from 
ny buying price. 

- Stock his surged 507 in 
last one month. 

- I expect a correction. 
Sell now and buy again at 
lower price. 

- Sell before I lose my 
paper profits. 


If the job has been correctly done when a common stock is purchased, the time to sell it is - almost never." ~ Philip Fisher 
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100 Great books for Life and Investing 


Are you still looking for reading inspiration? 


In this article you’ll find my favorite 100 books for life and investing. 


In my whole life, I 
have known no wise 
Jle who didn't 
all the time, 


none. Zero. 
CHARLIE MUNGER 


Investment Classics 


Stocks for the Long Run by Jeremy Siegel 

The Most Important Thing by Howard Marks 

The Intelligent Investor by Benjamin Graham 

One Up On Wall Street by Peter Lynch 

The Outsiders by William Thorndike 

The Boglehead’s Guide to Investing by Mel Lindauer 
The Alchemy of Finance by George Soros 

Margin of Safety by Seth Klarman 

The Little Book of Value Investing by Christopher Browne 
Common Stocks and Uncommon Profits by Philip Fisher 
The Dhando Investor by Mohnish Pabrai 

Mastering the Cycle by Howard Marks 

Too Big to Fail by Andrew Ross Sorkin 

The Investment Checklist by Michael Shearn 

Deep Value by Tobias Carlisle 

You Can Be a Stock Market Genius by Joel Greenblatt 
A Random Walk Down Wall Street by Burton Malkiel 
The Joys of Compounding by Gautam Baid 

Where Are the Customers' Yachts? by Fred Schwed 
Richer, Wiser, Happier by William Green 

The Man Who Solved the Market by Gregory Zuckerman 
Expectations Investing by Michael Mauboussin 
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The Education of a Value Investor by Guy Spier 

Security Analysis by Benjamin Graham 

Reminiscences of a Stock Operator by Edwin Lefevre 

What Works on Wall Street by Jim O’Shaugnessey 

When Genius Failed: The Rise and Fall of Long-Term Capital Management by Roger Lowenstein 
The Big Secret from the Small Investor by Joel Greenblatt 

Seeking Wisdom - From Darwin to Munger by Peter Bevelin 

How to Make Money in Stocks by William O’Neil 

The Four Pillars of Investing by William Bernstein 

Beating the Street by Peter Lynch 

The Art of Execution by Lee Freeman-Shor 

The Little Book that Still Beats The Market by Joel Greenblatt 

The Simple Path to Wealth by JL Collins 

The Smart Money Method by Stephen Clapham 

The Little Book that Builds Wealth by Pat Dorsey 

100 Baggers: Stocks That Return 100-to-1 and How To Find Them by Chris Mayer 
The Little Book of Common Sense Investing by John Bogle 

Five Rules for Successful Stock Investing by Pat Dorsey 


"In my whole life, I have 
known no wise people (over 
a broad subject matter area) 
who didn't read all the time - 
- none, zero. You'd be 
amazed at how much 
Warren reads--and at how 


much I read. My children 
laugh at me. They think I'ma 
book with a couple of legs 
sticking out.” 


Charlie Munger 


Quality Investing 


Investing for Growth by Terry Smith 

Quality Investing by Lawrence Cunningham 

Quality Shareholders by Lawrence Cunningham 

Good to Great by Jim Collins 

Competition Demystified by Bruce Greenwald 

In Search for Excellence by Tom Peters & Robert Waterman 
Quality First Investing by Björn Fahlén 

How to Pick Quality Shares by Phil Oakly 

Only the Best Will Do by Peter Seilern 
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Personal Finance 


The Psychology of Money by Morgan Housel 

The Millionaire Next Door by Thomas Stanley 

Think and Grow Rich by Napoleon Hill 

I Will Teach You to be Rich by Ramit Sethi 

Money Master the Game by Tony Robbins 

Rich Dad Poor Dad by Robert Kiyosaki 

The Richest Man in Babylon by George Samuel Clason 

Total Money Makeover by Dave Ramsey 

Principles: Life and Work by Ray Dalio 

Your Money Or Your Life by Joseph R. Dominguez and Vicki Robin 


Biographies 


Benjamin Graham: The Memoirs of the Dean of Wall Street by Seymour Chatman 

The Davis Dynasty: Fifty Years of Successful Investing on Wall Street by John Rothschild 

Steve Jobs by Walter Isaacson 

Shoe Dog - A memoir by the Creator of Nike by Phil Knight 

Tim Cook - The Genius Who Took Apple to the Next Level by Leander Kahney 

Onward - How Starbucks Fought for its Life without Losing Its Soul by Howard Shultz 

Elon Musk: Tesla, SpaceX, and the Quest for a Fantastic Future by Ashlee Vance 

Junk to Gold: From Salvage to the World’s Largest Online Auto Auction by Willis Johnson (book 

about Copart) 

e The Ride of a Lifetime: Lessons Learned from 15 Years as CEO of the Walt Disney Company by 
Robert Iger 

e Benjamin Franklin: An American Life by Walter Isaacson 

e Einstein: His Life and Universe by Walter Isaacson 

e The Snowball: Warren Buffett and the Business of Life by Alice Schroeder 


“The only thing you 
absolutely have to 
know is the location 
of the library.” 


- Albert Einstein 
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Risk management 


Antifragile by Nicholas Taleb 

Fooled by Randomness by Nicholas Taleb 
Irrational Exuberance by Robert Shiller 
Against the Gods by Peter Bernstein 

The Black Swan by Nicholas Taleb 


“SEVERAL THINGS GO TOGETHER FOR THOSE WHO VIEW 
THE WORLD AS AN UNCERTAIN PLACE: HEALTHY 
RESPECT FOR RISK; AWARENESS THAT WE DON’T KNOW 
WHAT THE FUTURE HOLDS; AN UNDERSTANDING THAT 
THE BEST WE CAN DO IS VIEW THE FUTURE ASA 
PROBABILITY DISTRIBUTION AND INVEST 
ACCORDINGLY; INSISTENCE ON DEFENSIVE INVESTING; 
AND EMPHASIS ON AVOIDING PITFALLS. TO ME THAT IS 
WHAT THOUGHTFUL INVESTING IS ALL ABOUT." 


HOWARD MARKS 


Investment Psychology 


Thinking Fast and Slow by Daniel Kahneman 

The Little Book of Behavioral Investing by James Montier 
Your Money and Your Brain by Jason Zweig 

The Behavioral Investor by Daniel Crosby 

Nudge by Richard Thaler 

Dollars and Sense by Dan Ariely 
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General wisdom 


How to Win Friends and Influence People by Dale Carnegie 
48 Laws of Power by Robert Greene 

Atomic Habits by James Clear 

Deep Work by Cal Newport 

Outliers - A story for Success by Malcolm Gladwel 

The 7 Habits of Highly Effective People by Stephen Covey 
Factfulness by Hans Rosling 

Essays In Persuasion by John Keynes 

Freakonomics by Stephen Dubner 

Sapiens: A Brief History of Humankind by Yuval Noah Harari 


Books on Warren Buffett 


The Snowball by Alice Schroeder 

The Essays of Warren Buffett by Lawrence Cunningham 

The Warren Buffett Way by Robert Hagstrom 

The Warren Buffett CEO: Secrets from the Berkshire Hathaway Managers by Robert Miles 
Buffett: The Making of an American Capitalist by Roger Lowenstein 


eÀ If you don't find a way 
æ to make money while you sleep, 


you will work until you die. 


— Warren Buffett 


AZ QUỌTES 
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Books on Charlie Munger 


Poor Charlie's Almanack: The Wit and Wisdom of Charles T. Munger 

Tao of Charlie Munger: A Compilation of Quotes from Berkshire Hathaway's Vice Chairman on 
Life, Business, and the Pursuit of Wealth by David Clark 

Charlie Munger: The Complete Investor by Tren Griffin 


My favorite ones per theme 


Investment classics: Stocks for the Long Run by Jeremy Siegel 

Quality investing: Only the Best Will Do by Peter Seilern 

Personal finance: The Psychology of Money by Morgan Housel 

Biographies: The Snowball: Warren Buffett and the Business of Life by Alice Schroeder 
Risk management: Against the Gods by Peter Bernstein 

Investment psychology: Thinking Fast and Slow by Daniel Kahneman 

General wisdom: Atomic Habits by James Clear 


Still looking for more inspiration? 


Here’s the Berkshire Hathaway internship reading list according to Kanbrick: 


KANBRICK 


Kanbrick Reading List 


Investing 


ds 
2; 


p 


Intelligent Investor — Graham 
Berkshire Hathaway Shareholder Letters — Buffett 


The Little Book That Builds Wealth: The Knockout Formula for Finding Great Investments — 


Dorsey 

Inside the Investments of Warren Buffett: Twenty Cases — Lu 
Margin of Safety — Klarman 

Measuring the Moat — Mauboussin 

Superforecasting — Tetlock 

Value Investing — Greenwald 

Poor Charlie’s Almanac — Kauffman 


. The Most Important Thing — Marks 

. Psychology of Human Mis-judgement — Munger 
. The Outsiders — Thorndike 

. Principles — Dalio 

. Quality Investing — Cunningham 

. Why Moats Matter — Collins and Brilliant 


Operating & Management 


16. 
17; 
18. 
19; 
20. 
21. 
22. 
23. 
24. 
25. 
26. 
27. 
28. 
29. 
30. 
31. 
32. 
33. 


7 Powers — Helmer 

High Output Management — Grove 

Time, Talent, and Energy — Garton 

Managing to Learn — Shook 

Lessons from the Titans — David 

Dream Big — Correa 

Common Stocks and Uncommon Profits — Fisher 
Double Your Profits — Fifer 

Competitive Advantage — Porter 

Playing to Win — Lafley 

Competition Demystified — Greenwald 

Billion Dollar Lessons — Carroll and Mui 

Radical Candor — Scott 

What Got You Here Won't Get You There — Goldsmith 
Who — Smart and Street 

The Lean Startup — Ries 

The Toyota Way — Liker 

Drive — Pink 
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Free reading material 


Please remember that you can find more than 20,000 pages of free investment wisdom on our website. 


I share free PDFs with all writings of Warren Buffett, Terry Smith, Aswath Damodaran, Michael 
Maubousin, ... 


You can find everything via the ‘Reading’ section on this website: 


Reading section Compounding Quality 
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Capital allocation 


What is capital allocation? 


A company that is profitable generates cash. 
To give you a few examples: 
e Apple generates cash from selling iPhones 
e McDonalds generates cash from selling hamburgers 


e Tesla generates cash from selling electric vehicles 


Capital allocation is what follows after a company generated cash. It’s the decision about what the 
company will do with the money it earned. 


Management should put cash back to work at the most attractive rate of return. It’s their moral duty 
towards shareholders. 


Track record management 


It’s important to understand that most CEOs reached the top of their company because they were 
excellent in sales, marketing, R&D, ... 


This means that most CEOs have no practical capital allocation experience at all when they get promoted to 
the CEO role. 


That’s remarkable as capital allocation is BY FAR the most important task of management. 


Replying to @cafreiman and @micsolana 
Capital allocation should be done by those best at doing so 


O 1270 tl 1124 © 19.9K ihl T 


2 Elon Musk @ EJ @elonmusk - Nov 2, 2022 


As an investor it’s important to seek for companies which clearly define how they allocate capital. 


Here’s a great example of Visa which shows you how it should be done: 
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Capital allocation priorities ‘ e = 
©) Invest to Fund Growth Initiatives 
©) Pay 20% to 25% of EPS in Dividends 
©) Return Excess Cash Through Stock Buybacks 
(4) Manage Capital Structure within Parameters 
VISA 


You want to invest solely in companies where management has a great capital allocation track record. 


If you select companies managed by great capital allocators, you’ll end up with very good investment 
results. 


Capital allocation options 


In general, a company has 4 capital allocation options: 


1. Organic growth 

2. Strengthen the balance sheet 

3. M&A 

4. Return capital to shareholders (dividends and/or share buybacks) 


Plowed back 
Cosh gener ated into the busine Ss 
by a business for organic growth p Neqpisitions 

vin its operations N Pa 
4 CAPITAL filed op 
on the 
ALLOCATION penta 
—— > Sheet 
Dividends 


Shoe 
Buy back S 


Source visual: 10-K Diver 
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1. Organic growth 


Organic growth is the most preferred capital allocation choice. 


You want to invest in companies which can reinvest a lot of their earnings in future growth opportunities at 
attractive rates of return. 


It’s essential that the company has a high and stable ROIC when it reinvests a lot in organic growth. 


Why? Because something magical happens when a company has a high ROIC in combination with 
plenty of reinvestment opportunities. 


Let’s look at an example: 


e Not So Quality Inc. 
o Invested capital in year 0 = $100 million 
ROIC =5% 
o Reinvests all its earnings to grow organically 


e Quality Inc. 
o Invested capital in year 0 = $20 million 
o ROIC=25% 
o Reinvests all its earnings to grow organically 


When both companies reinvest all their earnings at a ROIC of 5% and 25% respectively, the evolution of 
their net profit looks as follows: 


Not So Quality Inc. Quality Inc. 
Net profit yearO $ 5,00 $ 5,00 
Net profit year1 $ 5,25 $ 6,25 
Net profit year2 $ 5,51 $ 7,81 
Net profit year3 $ 5,79 $ 9,77 
Net profit year4 $ 6,08 $ 12.21 
Net profit year5 $ 6,38 $ 15,26 
Net profit year6 $ 6,70 S$ 19,07 
Net profit year7 $ 7,04 $ 23,84 
Net profit year8 $ 7,39 $ 29,80 
Net profit year9 $ 7,76 $ 37,25 
Net profit year10 $ 8,14 $ 46,57 


As you can see, after 10 years the net profit of Quality Inc. is 5.7x as high as the one of Not So Quality 
Inc.! 
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How did I calculate this? 

Net profit = ROIC * Invested Capital 

Year 0: 

Net profit Not So Quality Inc. in year 0 = 5%*$100 million = $5 million 
Net profit Quality Inc. in year 0 = 25%*$20 million = $5 million 


In year 1, invested capital increases with the net profit of year 0 as both companies reinvest all their 
earnings in organic growth 


Year 1: 
Net profit Not So Quality Inc. in year 1 = 5%* $105 million = $5,25 million 
Net profit Quality Inc. in year 1 = 25%*$25 million = $6,25 million 


The example above beautifully shows you why a company with a high ROIC active in an industry with a 
clear secular trend creates a compounding machine. 


Great examples of secular trends are cybersecurity, urbanization, electronic payments, and obesity. 
2. Strengthen the balance sheet 


A company can also use the cash it generates to pay down its debt. 
This is especially an attractive option when the company is in bad financial shape. 
A healthy balance sheet gives companies flexibility. 


Just take Microsoft for example where Bill Gates insisted that Microsoft should always keep enough cash in 
its bank account to keep the company alive for 12 months when Microsoft would generate no revenue at all. 


3. M&A 


Research has proven that 60-90% (!) of all acquisitions destroy value. 
That’s why you should always be cautious when a company announces a big acquisition. 
In general, it’s very hard to predict which M&A activities will create value and which won’t. 


Managers can also have their personal agenda as acquisitions result in more revenue and more 
employees. This usually translates into a higher salary and more prestige for the CEO. 


In general, I am not very enthusiastic about acquisitions for the reasons mentioned above. 
For me personally, large M&A activities only make sense when 2 criteria are met: 
e Management has skin in the game: when the acquisition destroys value, this also has negative 
implications for management 
e The company has proven to be a successful (serial) acquirer in the past: these kind of companies 


often have an unique culture 
o Examples of great serial acquirers: Danaher, Constellation Software and Lifco 
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4. Return capital to shareholders 


Last but not least, a company can also return capital back to shareholders via dividends and/or share 
buybacks. 


A company usually returns capital back to shareholders when they don’t have any other attractive growth 
opportunities. 


When a company pays out a dividend, always look at the dividend yield and the payout ratio of the 
company. Dividend aristocrats are stocks that increased their dividend every year for at least 25 years. 


Regarding share buybacks, it’s important to underline that share buybacks only create value when the 
stock is undervalued. 


This is very logical as buying back your own shares can be seen as an investment in your own 
company. As an investor you also only want to buy stocks when they are undervalued. 


You aren’t convinced yet? Let’s give an example. 
Let’s say Company A and Company B both have 1 million shares outstanding and you own 1% of both. 


e Company A: 
o Stock price: $10 
o P/E: 5x 
o Company A will buy back shares for $3 million 


e Company B: 
o Stock price: $50 
o P/E: 25x 
o Company B will buy back shares for $3 million 


When Company A buys back shares for $3 million, it can buy back 300,000 shares. As a result the number 
of outstanding shares decreases to 700,000 and your stake increase from 1% to 1,42%. 


When Company B buys back shares for $3 million, it can only buy back 60,000 shares. As a result the 
number of outstanding shares decreases to 940,000 and your stake increase from 1% to 1,06%. 


The example above shows that the more cheaply valued the stock, the more value share buybacks 
create for you as a shareholder. 


Do you want to learn more about stocks which are heavily buying back their own shares? In this article you 
can find 15 examples. 
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Conclusion 


That’s it for today. 
You want to learn more? 


William Thorndike’s excellent book The Outsiders is a must read. His book gives examples of 8 CEOs that 
managed to outperform the S&P500 by a wide margin thanks to their excellent capital allocation skills. 


Furthermore, Michael Mauboussin’s paper is a must read too: 


Paper Mauboussin: Capital Allocation 


Last but not least, I want to share this great capital allocation visual with you. It was made by Vishal 
Khandelwal. 
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t Subordinates will creade spreadsheets 
ere se ga pcg 
2. Companies will jit imi 
peg yi "7 imitate 
$ INCENTIVES 
l Executives aye compensated to 
deliver short-term earnings targets 
vis paid +o focus on building 
Long-term value per share 
# Size 


on Rorc* 
[High Rotc-7High ocF ] 


z ; - In compen 
BUSINESS 5 na. of pital bak RETURN pa size 
A mai expense, large 
Capex F MWA ndi here geates ae 
Capit itd Long rm valie Dividends Bugacks 

use of capital cyclical, but generally Ly, stable = Net Op. Profit aft. Tax (NPAT) 
Largest use of capital and resilient +o Invested Gp.(ie) 
Companies thatact ear: business downturns b return cash rs i 
in M&A cycle benefit. Look at operating shareholdersafter |NFAT= EBITA-Tax 
Late acquirers aye more Cash flow to asss dividerds...but not Tre = cunet Assets 


C- Non-Tnrterest ‘i 
Nae tai Ges © 


stability of dividends | used much in Trdin 


driven by instHutional Old, madure companies rneer the golden 


imperatives 


- wore. Li t d of Buybacks- 
Usually the costliest means kely 4 pay div. Bu, A | (+) Net Fixed Assets 
Copey creotes value when— to purske. long-term goals, so than younger ones oS should buy back, | 64) Grood will 
Th s be watchful. - arg Grading Calta ee <'S] Ch) other Operating Assets 
th high ROLE & Good Cash conversi ele | ood im ray) ibute Poa value. and LOA OT 
YP ecke S Barolyze Woi cap. kien Cash b shareholder cad When no bettev ines ft back ot lng-tem 
Company has competitive. adv. Lower CCC —> rod W.C. I its confidence infubwe -ment opportunities Li's tory Pa Ra Sam i 
Industy is not cyclical Management -> High Rore Comings of the business ate anailable way 
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